The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INSTITUTE OF ACCOUNTANTS 


Vol. 45 January, 1928 No. 1 


Coéperation between Accountants and Bankers* 


By WILLIAM B. CAMPBELL 


It is a great pleasure to have the opportunity this evening of 
meeting the Cleveland chapters of the Robert Morris Associates 
and of the American Institute of Accountants. 

I have been asked to speak on the work of the committee on 
coéperation with bankers of the American Institute of Account- 
ants in coéperation with the corresponding committee of the 
Robert Morris Associates. 

Two years ago Frederick H. Hurdman, one of the members of 
the American Institute committee, spoke at a regional meeting 
of the American Institute in Cleveland on the same subject. 
I do not intend to repeat Mr. Hurdman’s remarks on that occasion, 
but in summarizing our work for the benefit of the Cleveland 
members of the Robert Morris Associates some of the same ground 
may be covered. 

The work of the two committees began more than five years 
ago. During the years immediately preceding 1922 the Robert 
Morris Associates had accumulated a record of instances in which 
the bank credit men criticized the work of public accountants in 
the certification of statements for credit purposes, and the first 
work of the Institute committee was an analysis of those cases. 
One of the main points raised by the credit men was that there 
did not seem to be any standard of verification followed by the 
accountants in their audits and that the certificate of one ac- 
countant might mean something very different from a precisely 
similar certificate given by another. 

It developed that many of the bank credit men and many of 
the accountants either did not know or had forgotten that the 
same question had been discussed some five years previously by 
the federal reserve board and by the American Institute of Ac- 
countants, and that there had been put out by the federal re- 
serve board a tentative programine of audit of balance-sheets and 
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profit-and-loss statements for credit purposes which had the 
approval of the American Institute. 

The analysis of the cases accumulated by the Robert Morris 
Associates, to which I have referred, further developed the fact 
that, had this programme of audit been followed by the ac- 
countants, the bankers in most instances would have had no 
cause for complaint. From that day to this our committee has 
never lost an opportunity of impressing upon the accountants 
the need for making this programme of audit the minimum re- 
quirement of a verification of a balance-sheet and statement of 


profit and loss for credit purposes. 
It might be said at this point that the federal reserve board in 


the preface to the programme of audit invited suggestions for its 
improvement in the following words: 


“The federal reserve board, after conferences with representatives of 
the federal trade commission and the American Institute of Accountants. 
and a careful consideration of the memorandum in question, has accepted 
the memorandum, given it a provisional or tentative endorsement, and 
submitted it to the banks, bankers and banking associations throughout 
the country for their consideration and criticism. 

The recommendations in the memorandum apply primarily to what are 
known as balance-sheet audits. This is an initial step which may easil 
be succeeded by future developments tending still further to establi 
uniformity and covering more fully the field of financial statements.” 


So far as I know, in spite of this invitation there have not been 
any constructive suggestions made to the board. Every ac- 
countant who has studied the programme will testify that it is 
an excellent piece of work, and it has stood the test of actual 
practice over a period of many years. However, there are 
several respects in which this programme might be improved, 
and in this relation I would draw your attention to a resolution 
presented at the fall meeting of the Robert Morris Associates 
last October in Wernersville, Pennsylvania: 


“There is constantly brought home to the Robert Morris Associates 
the very real service performed by the federal reserve board for ac- 
countants, business men and bankers in the publication several years 
- < the pamphlet Approved Methods for the Preparation of Balance- 
Ss Statements. It has helped to standardize accounting methods, given 
business an accurate view of its own operation and enabled it to present 
the facts in a more intelligent manner to its bankers. There have been 
many changes in business practices since the first issue and we believe 
that the good work already bee would be augmented by adequate revision 
in the light of present-day knowledge. We believe also that in any such 
revision the American Institute of Accountants should have an important 
part. It is therefore resolved that the federal reserve board be urged to 
revise this pamphlet and to consult with the American Institute of Ac- 
countants to effect the most efficient result.” 
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It would be premature to discuss at this time any changes in 
the programme, but it is very interesting to read the acknowledg- 
ment by an organization of bankers of the value of the existing 
programme of audit which our committee in season and out has 
urged upon the members of the accountancy profession. 

The work of the two committees has continued without in- 
terruption since they were first appointed and it may be of in- 
terest to you to know how they function. In the first place, the 
most important work we do, in my opinion, is the clearing up of 
misunderstandings and criticisms as they arise. The members 
of the Robert Morris Associates throughout the country refer 
any questions which they may have to the chairman of their 
committee in New York, and he in turn refers them to the In- 
stitute committee. They usually come to me as chairman of 
that committee and in many instances, in order to save time, I 
give my own tentative reply to the chairman of the bankers’ 
committee, Harvey E. Whitney. The questions are sub- 
sequently taken up with the Institute committee or with the 
New York members of that committee, who can usually easily 
be reached, and if necessary a confirmatory or supplementary 
communication is made to Mr. Whitney. In some cases where 
the work of a particular accountant or firm of accountants has 
been questioned, an opportunity has been given them to present 
their view of the situation. In other cases the bankers have 
asked our committee for an expression of opinion as to the best 
accounting practice in particular cases which have come to their 
notice, without disclosing the name of the accounting firm or the 
name of the bank’s customer involved, and our committee has 
endeavored to answer these questions as clearly as possible. 

Many of the questions and answers were quoted by Mr. 
Hurdman in his paper some two years ago and from time to 
time have been quoted by Mr. Whitney in his reports to the Robert 
Morris Associates. Mr. Whitney’s reports are, of course, avail- 
able in the monthly Bulletin, which you have read. However, 
to give you some idea of the types of questions with which we 
deal I would like to quote one or two of the more recent com- 
munications between the two committees. 

In a recent communication received from Mr. Whitney he 
submitted a statement received by him from one of his members 
in which an accountant, a member of the American Institute of 
Accountants, had signed a balance-sheet including all of the 
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assets other than cash and goodwill, etc., under one caption 
with the following wording: 


“Notes and accounts receivable from customers, officers and em- 
loyees, etc., Merchandise stocks on hand, securities, real-estate, 
Puildings, equipment and personal property located in thirty-one cities, 
$25,000,000.” 


The American Institute’s reply was: 


“The first comment which I should naturally make is that which you 
anticipated—that it is unfair to blame the accountant any more than the 
borrower or the lender for the existence of such a credit statement. A 
further comment which occurs to me is of a broader character. Probably j 
the borrower, the lender and the accountant all felt that the position 
of this particular concern was so strong that no real credit risk was in- 
volved. Consciously or unconsciously they perhaps regarded this as ; 
relieving the concern from the ordinary requirements of a proper financial 
statement; otherwise there would be no possible justification of the 
combination of heterogeneous assets in one total of $25,000,000. 

“Such an attitude is not uncommon. In much the same way you will 
find prospectuses, issued by houses of the very highest standing, which fall 
far short of conforming to the standards commonly set for houses of lower 
standing. One view of such cases is that the houses in question assume 
a correspondingly greater responsibility and that the investor is asked 
to buy on their reputation rather than on the specific information pre- 
sented. From the point of view of our committees, however, it would be 
far preferable if all concerns in the highest class, whether bankers, com- 
mercial corporations, accountants or others, would apply in such cases the 
theory of ‘noblesse oblige’ and adopt a procedure which does not depend 
for its justification on their own standing but which would be equally 
satisfactory in the case of concerns whose reputation has not been es- 
tablished.” 


Another communication from the Robert Morris Associates 
read: 


“I have just received a letter from one of the members of the Robert 
Morris Associates from which I will quote as follows: 


“*There have just recently come to my attention very interesting 
remarks on the part of a local auditing firm here in connection with a 
detailed report covering a certain financing concern. For your con- ; 
sideration I should like to quote a number of these remarks: 

‘It is apparent that the funds of the company have been fully em- 
ployed during the year. 

‘The ratio of current assets to current liabilities is 6.00 to 1.00— 
indicating a very strong position financially.’ f 

“**The report ends by saying: 

‘The company was chartered during the year 1922, but operations 
did not begin till the year 1923. It is well known that the cost of i 
transacting business by a new company is greater in proportion to the 
income of the company, than that of an old established organization. 

This is true of the , yet it can be seen that the company has done 


well, and as it is now engaged in making loans which are very satis- ; 
factory from the standpoint of capital turnover and earnings, its : 
growth should be more marked in the future than it has been in the 
past. It is apparent, also, that a larger amount of capital could be 
employed very profitably, for though it would afford a I 

yet it would entail little if any additional expense.’ 


| 


arger income, 


| 


Coéperation between Accountants and Bankers 


‘“**Tt occurs to me that the real purpose of an audit is to give a complete 
picture of the business as the auditor finds it, in so far as the facts and 
figures are concerned. It seems to me, however, that the remarks quoted 
pa have no place in any auditor’s report. They represent conclusions, 
the expression of which is entirely outside the field of the public accountant. 
One gets the impression upon reading the report that the auditor, in 
addition to his actual findings is attempting to recommend the company 
to the favorable consideration of the reader. Does it not strike you 
that this materially weakens the report?’”’ 


To this inquiry the American Institute replied as follows: 


“Replying to your letter of February 14th, it seems to me that there must 
be a line drawn between an auditor’s certificate intended for eral 
circulation and a report which may possibly have been prepared for a 
special purpose. 

‘It is axiomatic that an auditor’s certificate or a — upon an audit 
should not indulge in forecasts but should be confined to a statement of 
the auditor's opinion upon the correctness of the accounts which he has 
examined. A detailed report, however, may be prepared for a variety 
of purposes and may possibly have been prepared by an accountant as an 
‘accountant’ and not as an ‘auditor.’ It frequently happens that an 
accountant is asked by business or financial interests to make a gen 
financial investigation of a concern and to give his opinion to the business 
man or financier to enable them to decide as to the profit-making pos- 
sibilities of a concern. Of course, such reports are usually confidential 
and are not prepared for the information of anyone except the ies 
immediately interested. A great many accounting firms are asked to 
make such a but it is usually understood that these reports are not 
to be regarded as ‘certificates.’ Such an opinion is given by the accountant 
as a business man and not as a professional auditor, and he should not put 
himself in the position of being quoted in his professional capacity re- 
garding the subject matter of such an investigation. 

“I feel, and I am sure that our committee will agree with me, that the 
accountant’s responsibilities in the two types of work referred to are 
entirely different and the accountant’s certificate as an auditor and his 
report as a financial investigator should be kept entirely separate and 
distinct. I am not sure from the extract you quote from your corre- 
spondent’s letter as to which type of report he saw, but I would regard 
an accountant as unwise who included in an audit report a paragraph such 
as you have quoted, if that is what has been done. On the other hand, he 
may have been justified in including it in a report made for a specific 


purpose.” 

The two committees down to date have done a great deal of 
valuable work both for the bankers and for the accountants. 
There is, however, a great deal yet to be done. The American 
Institute has in hand several pieces of constructive work regarding 
the classification of accountants’ services and certificates which 
will tend to a still better understanding of their work by the bank- 
ers and other interested parties. 

With this brief review I would like to say something about 
some of the main points on which the commercial banker and 
the accountant may have slightly different views. The com- 
mercial banker is apt to look at all balance-sheets and profit- 
and-loss accounts and the accompanying accountants’ certif- 
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icates from the credit viewpoint, and where only a balance- 
sheet and profit-and-loss account accompanied by a short 
certificate are given he may feel there are sometimes facts he 
should know which are not disclosed in those accounts. 

Where the accountant is instructed to make an examination for 
credit purposes and is asked to present a detailed report upon his 
examination, then, of course, the banker should receive in the 
accountant’s report all the information which he needs to supple- 
ment the borrower’s own statement. It frequently happens, 
however, that the accountant is asked to audit the accounts of a 
concern where there is no indication that his work will be pre- 
sented to a credit man of a banking institution as a basis of credit 
and he is frequently asked to prepare only a short certificate to 
the accounts and is specifically informed that a lengthy detailed 
report upon his work is not required. Such instructions are quite 
usual in cases where a certified statement is required for submis- 
sion to a large group of stockholders. In such a case the account- 
ant should follow in his audit the procedure laid down in the 
federal reserve bulletin, to which reference has already been made, 
and if he gives an unqualified certificate the banker is entitled to 
assume that he has done so and is thoroughly satisfied as to the 
correctness of the accounts which he has certified. In such a case, 
however, the banker to whom the statement is presented as a 
basis for credit should ask his customer to permit the accountant 
to talk to him freely about the accounts. I have known of many 
cases where in such circumstances the bank credit departments 
have, without the knowledge of their customer—or prospective 
customer—approached the accountant and asked him to discuss 
his client’s accounts. The relation between the accountant and 
his client is, of course, a confidential one and the accountant would 
be violating this confidence if he should discuss his client's affairs 
without permission. The accountant, therefore, almost in- 
variably asks the banker first to obtain the permission of his 
customer and says he will then be only too glad to discuss the 
accounts. If the banker does so, the accountant will be able to 
give him a great deal of information and atmosphere which could 
not possibly be conveyed in the balance-sheet as at a given date 
and in the usual summarized profit-and-loss account. 

The accountant is frequently criticized for the form of the 
statements to which his certificate is attached. The critic must 
always bear in mind, however, that, technically, the statements 
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are the statements of the client, and while the accountant may not 
regard the form of presentation as an ideal one, nevertheless he 
can not make any very strenuous protest if the cardinal principle 
has been followed that every material fact should be disclosed 
in the statement and if sufficient information has been given 
for the reader to place his own construction upon any debatable 
item. 

For instance, it sometimes happens that such items as ‘‘tools” 
or ‘‘dies”, while generally regarded by the accountant as well as 
by the banker as capital assets, may in a particular case be claimed 
by a client as more in the nature of current assets, since they may 
be used in current production in a comparatively short period of 
time (say two or three months) and the cost recovered through 
manufacture and sale of the ultimate products. In such a case, if 
the client is willing to show the item separately in the balance- 
sheet, even if he insists upon calling it a current asset, the account- 
ant can hardly refuse to sign the accounts. 

Similarly, the accountant is not particularly concerned whether 
notes receivable discounted are shown in a balance-sheet as a 
contingent liability or whether they are shown on both sides of the 
balance-sheet as current assets and liabilities so long as the fact is 
disclosed in one form or the other. 

The basis of valuation upon which the capital assets of a com- 
pany are stated in the balance-sheet is another point upon which 
some difference of opinion may exist. Some companies for one 
reason or another have restated their capital assets upon the 
basis of appraised valuations instead of on the basis of origi- 
nal cost. The accountant can not object to such a statement, 
but he should insist where such a valuation is a material fact 
in the accounts that the basis of valuation of capital assets should 
be shown. 

A company may own 100 per cent. of the stock of a subsidiary 
company, which in turn may have substantial indebtedness. 
The value of the parent company’s equity depends to some 
extent upon the nature and amount of such indebtedness. The 
accountant may consider in a particular case that a disclosure of 
the situation should be made in the accounts. He is not 
particularly interested in the form in which such disclosure is 
made. It may be by the consolidation of the accounts of the 
two companies, it may be by the presentation of separate balance- 
sheets—one for the parent company and one for the subsidiary— 
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or it may be by a footnote on the parent company’s balance- 
sheet showing the composition of the parent company’s equity 
in the subsidiary company’s assets. 

The important point is that the accountant can not refuse his 
client the choice of legitimate alternatives so long as all of the 
facts are shown. If the client refuses to adopt one of these al- 
ternatives but insists upon a statement which the accountant 
regards as failing to disclose the true situation, then, of course, the 
accountant must qualify his certificate. This makes it impera- 
tive for a bank credit man, who relies upon accounts accom- 
panied by a short certificate, to read carefully both the accounts 
and the certificate. 

It has been suggested that accountants should refuse to give 
any certificate if they can not give unqualified ones, but this is a 
suggestion which is hardly practicable or fair to the client. 
Until an audit is completed the accountant does not know 
whether or not he can give an unqualified certificate, and it 
would surely be unjust to refuse to give the client some report or 
certificate upon the accounts qualifying the certificate in respect 
of such points as could not be agreed upon. 

This does not mean that the accountant likes a qualified cer- 
tificate any more than the banker does. The best accountants 
look upon a qualified certificate with distaste, but frequently in 
justice to their client and themselves there is no alternative. 

Incidentally, it has been frequently stated that bank credit 
men should not be satisfied with a short certificate but should 
receive a detailed report upon the accounts which are presented 
to them. I would, however, like to draw your attention to the 
wording of the federal reserve bulletin with regard to the ac- 
countant’s certification which appears on page 23 of that docu- 
ment in the following language and, you will observe, recognizes 
and in fact recommends a short form of certificate: 

“The balance-sheet and certificate should be connected with the 
accounts in such a way as to ensure that they shall be used only con- 
jointly. This rule applies also to any report or memorandum containing 
any reservations as to the auditor’s responsibility; any qualification as 
to the accounts, or any reference to facts materially affecting the financial 
position of the concern. 

“The certificate should be as short and concise as poss.ble, consistent 
with a correct statement of the facts, and if qualifications are necessary 
the auditor must state them in a clear and concise manner. 

“If the auditor is satisfied that his audit has been complete and con- 


forms to the general instructions of the federal reserve board, and that 
the balance-sheet and profit-and-loss statement are correct, or that any 
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minor qualifications are fully covered by the footnotes on the balance- 
sheet, the following form is proper: 
“‘T have audited the accounts of Blank & Co. for the period from 
— to — and | certify that the above balance-sheet and statement of 
profit and loss have been made in accordance with the plan suggested 
and advised by the federal reserve board and in my opinion set forth the 
financial condition of the firm at —— and the results of its operations 
for the period. 


(Signed) A. B.C.’” 


A second point of difference of opinion between the banker and 
the accountant frequently arises with respect to the information 
which is included in the certified accounts. Some bankers take 
the position that there should be shown such items as the amount 
of purchase commitments of their customers, particularly in 
industries which are subject to sudden price changes, as, for in- 
stance, the rubber industry. Most of their customers, however, 
would strongly object to showing such an amount in certified 
accounts which are presented to the public generally, and the 
accountant’s position is that if he has satisfied himself that the 
purchase commitments are not above the current market, or are 
covered by firm sales orders, accounting and commercial practice 
do not require any reference to the purchase commitments in 
the certified accounts. 

Incidentally, I may say that the item of commitments is one 
which is not covered as fully as it might be in the federal reserve 
bulletin audit programme. The point became really acute in 
the lives of accountants of the present generation in the post- 
bellum adjustment period of 1920-1921, some years after the 
federal reserve bulletin was published. 

Another case falling under this head is the question of whether 
or not the accountant should disclose in his certified accounts 
such facts as the action of a president of a company in obtaining 
during the fiscal year large advances from the company which 
are repaid before the end of the year and possibly reborrowed 
after the end of the year and after the annual statement has been 
prepared and certified. The accountant’s position in such a 
case is a somewhat delicate one, and when the point was raised 
recently with our committee we took the position that if the fact 
was a really material fact in the financial position of the concern, 
it would have to be referred to in the accountant’s certificate, or, 
alternatively, he would refuse to give any certificate. 

It is in the settlement of such points as these that judgment 
and skill are required. It is obvious that it would be possible 
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for an accountant who did not possess these qualifications to do 
an irreparable injury to the credit and, incidentally, to the 
innocent stockholders of a sound and prosperous concern. 

Last, the bankers sometimes disagree with the extent to which 
an auditor has verified the accounts of his client. The banker 
would naturally like the accountant to verify in every way pos- 
sible every item in the balance-sheet and profit-and-loss account 
and to assume full responsibility for having done so. From a 
practical viewpoint, however, this is impossible. I would like 
to draw your attention to the following paragraph from the 
report of the chairman of the committee on coédperation with 
public accountants presented at the Wernersville, Pennsylvania, 
meeting of the Robert Morris Associates in October: 


“We hear rumblings off and on from the accounting fraternity in the 
form of articles, speeches, etc., indicating an attitude of aloofness and 
irresponsibility so far as concerns the inventory item. This is too com- 
prehensive a subject to be dealt with at len in a report of this com- 
mittee, but speaking by and large it is our firm conviction that as time 
goes on, accountants should be held to a greater rather than a lesser 
responsibility as concerns this very important item, and it behooves us 
all to work towards this end, which we should do not only with the ac- 
countants, but with our customers as well.” 

Some bankers have gone even further than this and suggested 
that the responsibility for the taking of physical inventories 
should be placed on the accountant. Long experience, however, 
has shown the accountant that the instances in which he is 
qualified to take a physical inventory are few, and if the bankers 
in granting credit should rely entirely upon physical inventories 
taken by public accountants they would be resting in a false sense 
of security. Undoubtedly there are some cases where an account- 
ant is fully as capable of taking a physical inventory as anyone 
else, but these cases are in the minority. 

The suggestion regarding physical inventories is hardly a 
practicable one since at the present time there are not enough 
qualified accountants to carry out the accounting work which is 
offered to the profession, and even if the added work could prop- 
erly be said to come within the scope of an accountant’s duties 
the accountants could not find the necessary staffs. The taking 
of physical inventories in most modern industrial and commercial 
businesses requires the services of a very large number of people 
for a few hours or days once in six months or once a year, and it 
would manifestly be impossible for an accountant to take the 
inventories of any substantial number of his clients. Further, 
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it would not be possible for the accountant to carry on his staff 
men having sufficient technical knowledge of materials and 
products to identify the items in every physical inventory. I 
would like to ask how many of you think that accountants 
possess the knowledge to go through the inventory of a jeweler, 
for instance, and be sure that the diamonds, rubies, emeralds, 
etc., which are shown to them are actually genuine stones of a 
certain weight and quality? Do you think the same men could 
take the inventory in a department store with its thousands of 
items, that of a silk mill with its different grades of expensive 
raw material and with finished products depending for their 
salability largely upon fashion, or that of a chemical company 
where strange substances would be presented for inspection? 

On the other hand, however, it must be made clear that the 
accountant does not endeavor to avoid a proper responsibility 
with respect to the inventories of commercial and industrial 
enterprises. In the first place, the accountant must be satisfied 
that there is a reasonably good accounting system in use and if 
possible a perpetual inventory system which shows all receipts and 
issues of materials. He must also satisfy himself that the book 
records are checked periodically by actual physical inventories 
and that these physical inventories are carefully taken by respon- 
sible employees who certify to the accuracy of their count and if 
necessary make sworn statements to that effect. The accountant 
should also verify thoroughly the valuation of the items in the 
inventory to satisfy himself that they are taken at cost or market, 
whichever is the lower, and, further, should satisfy himself that 
the inventory is accurate from a clerical viewpoint. The skilled 
professional accountant can also apply a large number of other 
tests to the inventory to insure that it is not overstated. 

He should also take particular care to see that no obsolete or 
slowly moving stock is included in the inventory except at appro- 
priately discounted values, and this can almost invariably be done 
if the client’s records are properly kept. 

The astonishing thing is not that there are so many over- 
statements of inventories in commercial practice but that there 
are so few. It would surprise most people if they knew the 
number of cases, which never come to their notice, in which the in- 
ventories have been adjusted as a result of the accountant’s work. 
The credit men merely see accounts which contain the inventory 
item finally agreed upon by the accountant. They do not know 
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how much that item has been adjusted as a result of his work. 
Furthermore, it may interest you to know that in my experience 
the grossest cases of misrepresentation of inventories have been in 
respect of inventories which were physically taken by or under the 
supervision of outside experts. One of the most serious cases I 
remember was that of an automobile company which had included 
in its inventory a large amount of parts which when assembled 
would not produce a marketable automobile. The inventory in 
this case was checked by the staff of another automobile concern 
which, as I recall it, gave a clean bill of health in regard to the 
usability of the material. If such an overstatement could take 
place in an inventory checked by independent experts in the same 
line of business, how could an accountant be expected to discover 
it? 

Before leaving this subject, I do not wish you for one moment 
to think that I am endeavoring to minimize the responsibility of 
the accountant with regard to the inventory item. There is a 
great deal of work that he can do to assure himself that the 
inventory is correct from every viewpoint, and if he does not use 
every reasonable precaution he can properly be accused of 
negligence. 

The outline of inventory verification in the federal reserve 
bulletin is representative of the best practice of inventory veri- 
fication by accountants at the present time. 

Another point of difference between the banker and the ac- 
countant arises in the form in which the statement of profit and 
loss is presented to the banker. In a balance-sheet audit the 
accountant, of course, verifies the profit-and-loss account for the 
period under review in the manner outlined in the federal reserve 
programme, and in that programme is presented a standard form 
of profit-and-loss account. In accounts which are prepared 
primarily for presentation to the stockholders and are available 
to the public at large, it frequently happens that clients take the 
position that too much information is presented in this form of 
statement and that this information may be used to their detri- 
ment by competitors. It is therefore customary in statements 
prepared for wide circulation, to give only a very condensed 
statement of profit and loss. Where such a statement is sub- 
mitted to a bank credit man for credit purposes, in this case also 
he should ask his customers for a more detailed statement. The 
accountant, of course, can not give it without his client’s per- 
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mission. It might be’ well, however, to say that even in a 
condensed statement of profit and loss extraordinary profits 
which do not arise from the year’s operations should be shown 
as separate items, or it should be indicated in the state- 
ment that such extraordinary items have been included in the 
profits. 

In the time at my disposal it is, of course, impossible to cover 
the ground completely, but I have endeavored to give you some 
idea of the way in which our committee is functioning and of the 
questions between the two committees with regard to which we 
are trying to find common ground. 

In concluding, I may say that while I am in hearty agreement 
with the adoption of the minimum standard of verification of 
balance-sheets for credit purposes, such as that outlined in the 
federal reserve bulletin, I am strongly opposed to too much 
standardization in the accountant’s work. Standardization 
carried to the extreme would leave no room for the exercise of 
initiative and judgment by the trained professional accountant 
in carrying out his work, and the business community, including 
the bankers, would be the losers. 

I would like to place on record my appreciation of the spirit 
in which the accountants have been met by the bank credit men 
since the present movement for closer codéperation between the 
accountants and credit men was inaugurated. I have derived 
a great deal of pleasure and profit from my contacts with the 
bankers. The Robert Morris Associates committee on coépera- 
tion with public accountants and its chairman, Mr. Whitney, 
have always met us in the fairest possible way. 
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Some Accounting Problems of Investment Trusts* 
By LELAND REX ROBINSON 


The importance of the problem which you have invited me to 
discuss this afternoon is indicated by the fact that investment 
trusts, almost unheard of in the United States in 1920, now 
number approximately one hundred and fifty, and register a paid- 
in capital of upwards of half a billion dollars. 

In a paper of such brief scope it is obviously impossible to dis- 
cuss with any thoroughness the multitude of problems raised by 
the introduction of the investment trust into the United States. 
We shall content ourselves, for the present, with propounding and 
endeavoring to answer in at least a general way the few following 
questions: What is an investment trust, and how may companies 
of this character be classified? What are the sources of income of 
an investment trust? On what basis do investment trusts value 
their holdings for balance-sheet purposes? What reserve policies 
are commended by experience? On what bases are market 
values of shares and of participating certificates fixed? 

In considering the first of these questions it is perhaps necessary 
to make a distinction between the typical investment trust as it 
has developed in Great Britain, the homeland of these companies, 
and the several variations of the idea to be found in our country. 

The typical investment trust and practically every company 
popularly so classed in Great Britain show the following 
characteristics: 

It raises capital by issuing certificates of beneficial interest or 
shares—frequently preferred, as wellascommon. Moreover, the 
investment trust commonly exercises its borrowing power by 
issuing debentures or bonds within certain well defined restric- 
tions, and occasionally in other ways. 

It invests the funds so obtained in a variety of securities in order 
that the law of average may operate in protecting the portfolio. 

It avoids controlling interests and so limits its participation in 
any one security that directive and managerial responsibilities are 
evaded as regards the company which issues it. 

It undertakes continuing supervision of the investment fund, 
on much the same principles as those which any conscientious 


* An address delivered before the Gomez of Certified Public Accountants of the State of 
New Jersey, at Newark, November 22, 192 
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trustee enjoying discretionary powers should apply in caring for 
estates. 

It endeavors to obtain for its shareholders a return considerably 
in excess of that ordinarily received on investments of comparable 
safety. This is accomplished in the case of the typical successful 
investment trust as the result of: 


(1) The favorable average interest and dividend yield which 
the trust enjoys by the careful selection and purchasing of secu- 
rities, tending to be higher than could be obtained with equal 
safety if the capital were not sufficient for considerable spreading 
of risk; 

(2) The balance of cash profits on investment account, which is 
the result of managerial alertness; 

(3) The spread between the cost of capital obtained through 
issuance of debentures or bonds, or preferred shares, and the 
actual earnings made by investing and reinvesting this capital; 
and 

(4) The consistent accumulation of earning reserves and 
surplus, built up by regularly appropriating thereto a portion of 
net income. 


Two purposes, therefore, it would appear, are primarily served 
by general investment trusts, and these two purposes underlie 
every fundamental principle in their organization and manage- 
ment. These are distribution of risk in the investment of capital 
and continuous and efficient supervision. 

While the subject matter of this paper concerns primarily the 
general and management type of investment trust, as just defined, 
it is important to bear in mind that there are many companies in 
the United States which are known as “‘investment trusts” but 
do not conform to the commonly accepted standards. No 
clearer distinctions have been drawn, to this time, between the 
different kinds of investment trusts than those to be found in the 
classification of these companies appearing in the appendix of the 
recent report on investment trusts issued by the attorney general 
of New York state. From the ‘‘ Management investment trusts: 
general type” (of which 68 are listed in the report) there are set 
apart 21 ‘‘Management investment trusts: specialized type”’ 
(i. e., companies investing and reinvesting their capital only in 
bonds, a limited group of common stocks, shares of financial 
institutions or shares in public-utility enterprises). 

A third group in the attorney general’s classification is known as 
“Fixed, or limited management” investment trusts and totals 
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some ten American companies issuing straight participating 
certificates against ‘‘units” of deposited securities held by a 
corporate trustee. In funds of this character, it is stated that 
“continuous management, upon which general investment trusts 
have been built, is either considerably curtailed or else lacking 
altogether.’’ And finally—perhaps the most important point of 
all—there are excluded altogether from the category of invest- 
ment trusts any “Financial holding companies” whose principal 
purpose is to “facilitate the further development of the subsidi- 
aries” whose securities they acquire, rather than to invest and 
reinvest their capital assets with a sole view of obtaining reason- 
able yield coupled with unusual safety through distribution of risk 
and continuous supervision. The current confusion of terms in 
this field is thus commented upon: 


“As an apparent result of the recent pom of ‘investment trust 
issues’ an increasing number of companies of the holding or financing type 
are using the title. These should be excluded. . . . Some unwarranted 
conclusions are likely to be drawn from this tendency to rechristen with a 
new name financing or holding companies of various kinds which have long 
been familiar in American business or have never before been known as 
‘investment trusts.’ . . . The list could be extended indefinitely if the title 
of ‘investment trust’ had with equal logic been applied to companies like 
the New York Central, or the Union Pacific; or to public-utility holding 
and financing companies like the Middle West Utilities or Consolidated 
Gas, with their hundreds of millions in specialized, as well as diversified, 
investments.” 

The second question propounded may now be answered, 
namely, what are the sources of income of an investment trust and 
how should income be accounted for? If we exclude from the 
scope of this discussion the various forms of income enjoyed by 
financing companies and holding companies, and confine our 
inquiry to investment trusts of the general and management type, 
it is evident that cash income will be derived from three chief 
/ sources: interest, dividends and profits made on changing invest- 
ments. It is the last, but not necessarily the least, of these 
sources of income which will merit our attention for a few moments. 

Granted the obvious fact in this most uncertain of worlds that 
diversification of risk in itself is of comparatively little use if 
unaccompanied by continuous supervision of investments and 
that such supervision is an essential condition of safety, the ques- 
tion suggests itself whether an investment trust has any other 
reason for maintaining constant guard over its holdings. The 
answer is that it has. The reason is that a preperly equipped 
investment trust should be able in the long run to realize substan- 
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tial profits in the investment and reinvestment of its capital and 
that these profits should considerably outweigh any losses result- 
ing from turnover. It is the balance of gains over losses which 
accounts for the hidden strength of most British investment 
trusts, and it would be a short-sighted institutional investor 
which did not at least count upon some such profits for the build- 
ing up of its reserves and the consequent increase in its returns. 

The conception that there is another element in this business of 
investment than the current return from interest and dividends— 
namely, business profits—is by no means new, but it has been 
given new importance in after-war years. In fact, the most 
significant development in investment technique has been a 
growing conviction that the investment trust, or any other large- 
scale and properly equipped investor, constitutes no exception to 
the rule that any successfully run business should provide the 
market rate of interest on capital employed there—and further 
earnings resulting from the exercise of managerial talent. 

The valuation which myriad forces of demand and supply create 
for any security at a given time is as much the result of individual 
calculations as of objective analyses. If an investment trust buys 
an undervalued security and later disposes of it at a figure closer 
to intrinsic values it profits from the mistake or need of the 
original seller; if the trust sells at an advance tantamount to over- 
valuation it profits from the over-optimism of the market. In 
any case, the investment trust, with its detached viewpoint and 
its skilled management, is not easily stampeded and can more 
than “hold its own”’ in a market beset by innumerable conflicting 
forces. In other words, the prices at which investment trusts 
negotiate their purchases should not only permit reasonable 
return on the investment, but should offer a fair prospect of 
economic profit. Or, to put it in another way, the investment 
trust should render the economic service of reducing erratic price 
fluctuations in the securities markets. 

To give practical illustration of the ways in which alertly 
managed investment trusts may render a financial service, while 
building up a sound investment position and making profits while 
doing so, let us consider in turn a few of the market circumstances 
with which investment trusts are faced. These may be classified 
as the age factor, the risk factor, the capital-market factor, the 
credit-cycle factor, the international-variation factor and the 
price-spread factor. 
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THE AGE FACTOR 


Between the intrinsic value of some new issues and the estimate 
which an uninformed public puts upon them there is occasionally a 
broad margin. In one sense at least securities, like wine, may be 
said to improve with age. If the issue is fundamentally sound, 
the process of ‘‘seasoning’’ which results in broader marketability 
frequently enhances the price of a security out of all proportion to 
any concurrent gain either in safety or income. British invest- 
ment trusts have long been in the habit of acquiring securities at 
what proved an economic profit by subscribing at the time of the 
underwriting arrangements, or by purchasing at a substantial 
reduction from even the underwriters’ figures in cases where a new 
issue of merit for some reason at first ‘‘runs foul”’ of public favor. 
Unpropitious seasons occur in every capital market where the 
fingers of underwriters and issuers are burned for reasons not 
connected with the real value of the security, which, after a 
few months or years of nursing, may find its true level on the 
exchanges. 

This is not to argue that investment trusts should have con- 
nection with issuing houses, or be heavily interested in new or 
unseasoned issues. The contrary is the case. It is well to re- 
member, however, that many American securities passed through 
British investment-trust portfolios in those decades when we were 
borrowing heavily abroad, leaving to these trusts a substantial 
profit when the securities received the public recognition they 
deserved in the London market. It is quite possible that 
American investment trusts may render similar service to their 
own financial advantage in acquiring and holding as investments 
quantities of newly issued domestic and foreign securities until they 
ripen into full public approval. Any profits accruing to them in 
this process would be a just reward for intelligent economic service. 


THE RISK FACTOR 


One reason why new issues are so frequently undervalued, other 
things being equal, when compared with “‘seasoned”’ securities, is 
the element of risk which tends to be unduly exaggerated in the 
mind of the average investor by a sense of newness or unfamiliar- 
ity. The investment trust, however, is, or should be, in position 
to weigh the risk objectively. This works both ways. It results 
in advantageous purchases when market prices are depreciated 
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out of all proportion to any reasonable risk premium. It also by 
the same token enables a well managed investment trust to avoid 
the losses involved in purchasing overvalued “‘legals’’ and certain 
classes of ‘‘gilt edged”’ investments. The prices of many invest- 
ments in the latter categories have been raised to levels unwar- 
ranted by their comparative security. Upon them, over long 
periods, has been concentrated the demand, often artificially 
stimulated by trustee, savings-bank and kindred laws, of in- 
dividual and institutional investors among whom reasonable 
yield and prospects of appreciation are entirely subordinated to 
safety. The investment trust, however, derives its safety 
primarily from a broad distribution of risk among carefully 
selected holdings, and should turn to its own advantage those 
variations in security prices which are ostensibly due to changing 
factors of risk but so often reflect merely a mistaken or distorted 
interpretation of them. 


THE CAPITAL-MARKET FACTOR 


The familiar circumstance that the general levels of security 
prices and the average rates of return on invested capital vary 
from market to market and from country to country at the same 
time is also due in some measure to the factor of risk. There is 
the additional important consideration of the demand for and 
supply of capital in different centers. To what extent these 
differences in security prices from market to market at any one 
time are due to elements of risk, real or imaginary, and to what 
extent they may be attributed to comparative scarcity or other- 
wise of capital available for loans it is the business of an invest- 
ment trust to fathom. Granted that a closer knitting of world 
financial ties may tend to reduce these variations by distributing 
funds available for loans more evenly throughout the world, we 
must recognize that the time is not yet in sight when careful study 
of comparative investment opportunities in the several leading 
countries of the world will not be of decided advantage in the 
investment of capital. 


THE CREDIT-CYCLE FACTOR 


’ No institutional investor can afford to neglect the differences in 
average yield on invested capital from time to time in the same 
country. This is of equal importance with variations from coun- 
try to country at the same time. Such changes in interest rates 
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over a term of years tend to have a periodic character and are 
intimately associated with what economists call the ‘business 
cycle.” They affect in different ways the comparative market 
values of fixed and variable income securities. In times of busi- 
ness prosperity rising interest rates often tend to depress bonds, 
though the greater safety of underlying assets, the larger earnings 
of the issuers and the general buoyancy of the stock exchanges 
often exert a contrary force. Common stocks, on the other hand, 
enjoy a combination of influences, such as rising earnings, greater 
prospective profits, security and prevailing buoyant markets, 
which in the long run tend to outweigh any bearish factors of 
rising money rates and drive their prices upward. In times of 
business recession the contrary is the case and stocks tend to fall 
as bonds rise. 

No greater mistake can be made than the assumption that 
times of feverish prosperity will last indefinitely, and investment 
policies based on this theory are built upon sand. ‘‘ Everyone 
who reads this story,”’ says Wesley C. Mitchell in his introduction 
to the Business Annals (published in 1926 by the National Bureau 
of Economic Research), “‘ year after year for nation after nation 
will see running through all the episodes one of the problems of 
modern civilization. In no country covered by the annals—not 
in the most rapidly growing communities developing rich new 
lands, and not in the most conservative of old communities—does 
a period of economic prosperity ever last more than five or six 
years at a stretch. Each country has its seasons of prosperity, 
but these seasons always end in seasons of depression. In their 
turn the periods of depression yield to new periods of prosperity. 
Economic experience is made up of such alternations of good and 
ill fortune, and the transitions from one to the other.”’ All the 
more reason, certainly, why the careful investor should seek to 
buy his securities, if possible, at those recurring periods of com- 
paratively low prices and study the changing behavior of bonds 
and stocks in different phases of the business or credit cycle. The 
fact that the mass of investors neither understands these prin- 
ciples nor is sufficiently well informed to apply them opens many 
opportunities for an adequately equipped institutional investor. 


THE INTERNATIONAL-VARIATION FACTOR 


Especially, it might be added, if that institutional investor is 
prepared to effect its purchases in several different countries. 
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Here is to be found one of the great advantages of the interna- 
tional investment trust, whose investment facilities are so well 
established in the world’s more important financial centers, that, 
in full possession of the facts, it may distribute its risks among 
the securities of foreign countries as well as its own. This 
advantage lies in the fact that ‘bear markets” in some countries 
are accompanied by “bull markets”’ in other countries; that, in 
other words, not the same phase of the business or credit cycle is 
manifested in every leading market at the same time. 

As a consequence there are almost always some markets where 
securities are comparatively cheap, other things being equal, 
while in other markets they are comparatively dear. An invest- 
ment trust with international investment ramifications may take 
advantage of good buying opportunities in certain countries, while 
at the same time it liquidates some of its holdings in other coun- 
tries if they have risen to a point where it no longer pays to retain 
them in view of investment opportunities elsewhere and in view of 
the liquid capital needed to take advantage of them. 

The importance of this often overlooked fact may be illustrated 
in various ways. In the Comspectus of Business Cycles in Seven- 
teen Countries recently published by the National Bureau of 
Economic Research, it would appear that at the beginning of 1890 
prosperity was in full swing in seven countries, business recession 
had commenced in five countries and depression prevailed in five 
countries. At the end of 1925, on the other hand, according to 
these same studies, prosperity appeared in ten countries, recession 
in two, depression in four and business revival in one country. 
Similar variations occurred in intervening years. While recog- 
nizing ‘‘a trend in the direction of a world economy in which all 
nations will prosper or suffer together’, the bureau in a News 
Bulletin (November 1, 1926) remarks: 

“Yet business cycles do not run a strictly parallel course in any two 
countries. . . . Business may be reviving in one country and already 
prosperous in another, depressed in one and entering depression in another; 


or conditions may be similar during the early part of a year and divergent 
in the closing months, or different at the start and convergent at the close.” 


THE PRICE-SPREAD FACTOR 


Not only do trends in general security prices vary from country 
to country at the same time, but price trends among groups of 
securities representing different branches of commerce and 
industry often show interesting variations within any given 
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country at the same time. This factor of price spread between 
different classes of commodities and different categories of 
securities is one of the utmost importance in modern business. 
Much work remains to be done in thoroughly analyzing it, and the 
bearing of price “‘lags’’ and ‘“‘spreads”’ upon business cycles is 
most significant in the different countries acutely affected by 
them. It is for these reasons that economists are so expectantly 
awaiting the study of The Behavior of Prices which Professor Fred 
C. Mills and his assistants in the National Bureau of Economic 
Research have been working upon for a considerable period. 


** * 


Here, then, are a few of the reasons why properly equipped 
investment trusts should and do make profits on turnover. Now 
. follows the third question: On what basis do investment trusts 
: value their holdings for balance-sheet purposes? The question is 
bound up with profits on turnover. British investment trusts 
carry their holdings at cost, less a ‘‘contingent fund,” or invisible 
reserve, consisting of amounts “written off’’ the cost of holdings 
by appropriations thereto from investment profits. American 
investment trusts generally carry their holdings on a cost basis. 
Although the investment trust gradually alters the composition 
: of its portfolio as conditions prove favorable, its securities are in 
no sense to be considered as “stock in trade.”’ It is not primarily 
an issuing or dealing house; profits from turnover, although often | 
very considerable and_at" times equivalent to a substantial in- | 


crement in its income, are generally of secondary importance as 
compared with the dividend and interest yield. Diversification 
j of the trust’s investments makes this yield reasonably dependable 
and perhaps in the majority of investment trusts it is alone 
sufficient to meet all ordinary charges of administration and to net 
a fair return to the bondholders and shareholders. Fluctuations 
in current market value, except in so far as these faithfully reflect 
changes in the earning power represented by its securities, are 
therefore of less consequence to the investment trust than to the 
security dealer or the financing company. A temporary rise or 
fall in the market value of any securities in its portfolio is of prac- 
tical consequence only in case advantage is taken of a rise to 
convert a book appreciation into cash, or a fall in order toacquire 
further holdings at advantageous prices. Such transactions 
figure in the regular accounts. 
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Frequent valuations are nevertheless advisable. In addition 
to the market inventory made at annual or semi-annual intervals 
by the auditors, the practice commends itself of periodical ap- 
praisals of liquidation value made within the organization, by 
members of the staff having no access to cost sheets. This kind 
of institutional appraisal is made monthly by International 
Securities Corporation of America, Second International Securi- 
ties Corporation and American Founders Trust for the informa- 
tion of their officers and respective boards of trustees. 

Many investment trusts, although basing their balance-sheet 
entry for investments on cost, disclose in their published reports 
the market valuation, or at least the approximate appreciation or 
depreciation revealed by this valuation, as compared with the cost 
figures. Although this practice has not been universal, it is 
generally regarded as good policy to make appropriations from 
current earnings, from reserves or from surplus to write off 
depreciated investments where valuations indicate a serious or 

permanent impairment of capital. 
As suggested earlier, among British investment trusts, the 
balance-sheet figure for security holdings is frequently substan- 
tially less than cost, owing to appropriations to the ‘contingent 
funds,"’ which are a species of invisible reserve. Contingent 
funds are appropriations from cash earnings which do not appear 
as reserves in the balance-sheet, but are nevertheless set aside in 
the form of earning assets. From the accounting viewpoint these 
deductions from income, which are quite apart from appropria- 
tions to reserve, or from the undivided profits, are used to reduce 
proportionately the cost figures at which investments would 
otherwise stand in the balance-sheet. The contingent funds are, 

therefore, a form of hidden strength which, in addition to regular 
reserves, protects British investment trusts from the danger of 
book impairment of capital through such a conceivable drastic 
downward sweep of world security prices as occurred in the years 
immediately following 1920. American investment trusts, 
excepting International Securities Corporation of America and 
perhaps one or two others, have not to this time made appropria- 
tions to hidden reserves for the purpose of keeping below cost the 
balance-sheet entry for investments. 

The British practice of using profits made on investment turn- 
over for the purpose of writing down the cost of investments 
creates two complications from the accounting point of view. 
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One is that the figure at which investments stand in the balance- 
sheets is a purely arbitrary amount, not directly related to either 
cost or market. The other is that British investment trusts in 
accordance with their habitual policy of employing profits realized 
on turnover to create invisible reserves, fail to disclose these cash 
profits in their audited income statements, thus making impossi- 
ble an accurate knowledge of all sources of their current earnings 
and rendering satisfactory comparisons from year to year and 
from trust to trust most difficult. To quote once more from the 
attorney general’s report: 


“This unusual and rather misleading accounting practice is continued 
ly because investment trusts in Great Britain are not required to pay 
income taxes on realized profits if these profits are not written into the 
ofit-and-loss account or paid out as interest or dividends but are held asa 
ind of invisible reserve. These investment trusts therefore use such 
profits in meeting the expense of new issues, in writing off the discount at 
which any debentures have been sold, and in writing down the cost of 
investments. This practice undoubtedly accounts in part for the low 
operating costs of British trusts as revealed in earnings statements. The 
figures at which investments are carried in the balance-sheets of these 
trusts are therefore likely to be considerably less than cost. This practice 
makes comparisons of balance-sheets quite misleading.” 

For several reasons, including the fact that American invest- 
ment trusts under federal law are required to declare and pay 
taxes upon investment profits, as well as other sources of cash 
income, these companies follow the customary accounting prac- 
tice in the United States of including investment profits, when 
taken, in the income statement. Unrealized, or pure book 
appreciation should not, of course, be calculated as income. 

The treatment of profits realized on investment turnover has 
some bearing upon our fourth question: What reserve policies are 
commended by investment-trust experience? 

Investment-trust experience demonstrates the wisdom of 
building reservoirs between the inlets of net revenue and the out- 
flow of dividends. By making the outflow, as a rule, considerably 
smaller than the intake, these reservoirs should be consistently 
enlarged in the form of earned reserves, surplus or undivided 
profits. The same prudent management which leads any other 
type of financial institution—such as the bank or the trust com- 
pany—to plough back substantial sums in the form of earning 
surplus, equally commends itself in the case of the investment 
trust. It is this substantial compounding of reserves over a 
period of many years, made possible by following a conservative 
dividend policy, that has given to most British investment trusts 
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their remarkable steadiness of earning power and dividends 
during the vicissitudes of the last decade. 


EARNINGS APPORTIONED TO RESERVES AND DIVIDENDS 


In illustration of the policy pursued by conservative British 
investment trust management in appropriations to reserves out of 
current income might be cited the Edinburgh Investment Trust, 
organized in 1889, which until a short time ago disclosed in the 
annual reports its investment profits. Since 1900, roughly 
speaking, the Edinburgh Investment Trust has paid out in 
dividends on its common shares from 55 to 60 per cent. of its 
entire net earnings on this common (from interest, dividends and 
investment profits), at least 40 per cent. having been used to 
increase the trust’s earning assets. Studies made of some 43 
other investment trusts of the United Kingdom would indicate 
that on the average not more than 55 to 65 per cent. of the entire 
net earnings on their common stock is being currently distributed 
in dividends. 

The volume and percentage of cash profits on investments vary 
widely from trust to trust in the United States as in England, and 
this is attributable less to fortuitous circumstances than to the 
investment technique and equipment possessed by each company. 
There is conclusive proof covering a period of many years that 
investment trusts properly equipped and adequately staffed may 
in the long run count upon a considerable volume of net invest- 
ment profits. It may be laid down as a fundamental principle 
that the basic test in any case is the proportion of net cash income 
from all sources (interest, dividends, stock dividends and sub- 
scription rights, and profits realized on turnover) which the 
reserves, surplus, undivided profits and ‘‘contingent funds” or 
invisible reserves are currently allowed to absorb. 

The rapid building up of reserves is greatly facilitated in many 
investment trusts by a conservative issue of bonds, or by offering 
certain proportions of preferred stock. Where capital is obtained 
at fixed cost in moderate ratios as compared with the amounts of 
cash paid in on the common shares, a new element of strength, 
rather than weakness, has been introduced into the trust, for the 
excess earning power on this fixed-cost capital greatly enhances 
the net income out of which appropriations to reserves may be 
made. This is the reason why, almost without exception, the 
British investment trusts aim to issue debentures to a total of from 
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50 per cent. to 100 per cent. of the amount paid in on their 
stock which is usually issued to the public in ratios of £6 in 
preferred to £4 in common. The substantial net earnings and 
the heavy reserves characterizing the great majority of these 
institutions in London and Edinburgh would have been unattain- 
able but for this typical capital structure. 

We are now ready for our last question: On what bases are 
market values of shares and participating certificates of invest- 
ment trusts fixed? 

The factors determining the market value, at any time, of 
investment trust certificates or shares are somewhat different in 
the case of a trust issuing bonds or preferred stock in conjunction 
with common than in the case of a trust offering only participating 
certificates or shares of beneficial interest. With the latter, the 
share or certificate of beneficial interest, whether it is redeemed by 
withdrawal of an equivalent amount from the investment fund or 
sold in the market to some new participant in the investment 
trust, is necessarily valued at any time on the basis of its propor- 
tional claim to the entire amount of cash and securities held by 
the trust. As reserves are accumulated this value advances, 
other things being equal, and at any time it is directly dependent 
upon the estimated current liquidation value of all securities 
owned by the trust, with addition of sales commissions. 

New participants in this simpler type of investment trust must 
pay for their securities a figure which varies with the prevailing 
market rather than the original cost values of the investments 
held; and this figure is not, as is generally the case with corporate 
common stocks, a capitalization of earning power. The capital- 
ization has presumably been effected in the purchase price paid by 
the investment trust for its own holdings, and the market value of 
the certificates issued by the trust is a direct reflection of prevail- 
ing liquidation values for all of the trust’s portfolio, as the certifi- 
cates themselves are essentially a claim upon all the earnings 
derived therefrom. 

Common shares of investment trusts issuing several types of 
security differ vitally from the certificates of beneficial interest 
issued by the simpler types of investment trusts. The former 
afford a margin of capital safety for the bonds and preferred 
shares. They are not a pro rata claim upon the entire investment 
fund. Their book value may only be computed by subtracting 
from the entire assets of the investment trust the bonded and 
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other indebtedness and the capital paid in on outstanding pre- 
ferred stock. The dividends distributed upon such common 
shares are taken out of the net earnings after deduction of all 
expenses, bond interest and preferred dividends. The prices at 
which these common shares sell on the market are usually based 
upon a capitalization of their present and prospective earning 
power. Book value back of these common shares is generally less 
than their market value, because this earning power is derived to 
such an extent from capital paid in on preferred shares and bonds. 
The prices at which the common shares sell at any given time are 
consequently fairly independent of the market value, at that 
time, of all the securities held by the issuing investment trust. 

To recapitulate, the common shares of investment trusts enjoy- 
ing an excess earning power are bought and sold in the market on 
the basis of the returns they yield their holders rather than the 
liquidation value, at any given time, of the entire portfolio of 
securities held by the trust. As the dividends paid on common 
shares are generally only a part of the net earnings, the market 
value of the common shares in most investment trusts giving 
adequate attention to the problem of reserves is quite independent 
of current fluctuations in stock-exchange prices. This steadiness 
of market value is, of course, particularly notable when, other 
things being equal, the investment portfolio represents diversifica- 
tion of risk among the securities of many different countries. 

* * 

A few remarks may be in order, in closing, concerning the legis- 
lative proposals contained in the recent report of the attorney 
general of New York state. Their bearing upon the problems of 
accounting is direct and important. For instance, it is provided 
in the draft of legislation that at least once yearly “every invest- 
ment trust and every foreign corporation licensed by the superin- 
tendent to transact the business of an investment trust’’ in New 
York state shall make such statement of its condition as the 
superintendent may prescribe. It is further provided that the 
superintendent may call for such special reports as he shall deem 
desirable at any time. 

No doubt these powers, if finally conferred upon the superin- 
tendent of banks, will provide a greater uniformity and com- 
parability of investment trust accounts. By placing accurate 
and detailed information in the hands of responsible public 
authorities, this proposed legislation will enable the superintend- 
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ent of banks ‘‘to determine the responsibility and competency of 
the organizers’’ of investment trusts. By requiring a minimum 
paid-in capital of $100,000, and by requiring that securities 
amounting to $25,000 shall be kept as a pledge of good faith with 
the superintendent of banks, the legislation would tend to 
eliminate ‘‘fly by night’’ enterprises operating on “‘shoe-string”’ 
capital. 

The spirit of the proposed legislation, which takes the form of 
amendments to the banking laws, and which provides for the 
incorporation of investment trusts, and the licensing of “‘foreign”’ 
trusts operating in New York state, is admirably summarized in 
the attorney general's foreword: 


“It is not intended to permit the superintendent of banks to substitute 
his management for the management of the investment trust, but he may 
check upon it, and may force it to discontinue any unwise or dishonest 
practices. . . 

“Lastly and most important of all, it will gradually bring about a 
distinction in public opinion between honest and well managed investment 
trusts who avail themselves of the legislation and those irresponsible trusts 
which will seek to evade the effect of the legislation. All companies in- 
corporating under its provisions in New York will be required to call them- 
selves ‘investment trusts,’ and a foreign entity seeking a licence to do 
business here must acquire a similar distinctive label. The law will 
prohibit the use of the words ‘investment trust’ to all others, and hence the 
public will be able to distinguish readily between investment trusts which 
are under state regulation and those which have refused to submit to it and 
refrain from doing business in New York, although they attempt to sell 
their securities here. It may be confidently predicted that the attorney 
general under the Martin fraud act can take care of these latter investment 
trusts which attempt to sell securities in New York without incorporating 
or obtaining a licence to do business in New York.” 


Bearing in mind the indisputable fact that management— 
honest, competent and hard-working—is the alpha and omega for 
any investment trust meriting public confidence, and that without 
such management no standards or restrictions or regulations are 
able fully to protect the public interest in any enterprise, it is 
fortunate that the legislation proposed does not attempt to lay 
down any meticulous requirements or substitute the discretion of 
public authorities for the discretion of directors and officers. 
What is needed is the development of a greater degree of responsi- 
bility toward investors—a consensus of professional ethics in a 
new field of investment banking—and the legislative proposals of 
the attorney general are, I am convinced, a helpful step in this 
direction. 
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EDITORIAL 


The difficulties which have been en- | 
“aa countered in the efforts to present full 
and frank statements of financial con- 
| dition to share-holders, bond-holders or prospective investors in 
this country have been the subject of exhaustive, if not exhaust- | 
ing, discussion in these pages. But until there has been sub- 
| stantial reform it will be necessary for everyone who is interested 
in the progress of proper accounting to continue to urge improve- | 
ment. We have dealt at various times with a number of the ways | 
in which the investor should be protected but is not. One fea- 
ture of the present practice, however, has not received so much 
consideration as it deserves. The subject is recalled to attention 
| by an article appearing in the London Times of October 4th, 
which well may form the basis of an argument. Under the 
heading ‘‘An abridged prospectus,’’ The Times says: 


| “The prospectus of the Mutual Finance, Indemnity and Guarantee 
Corporation, to which reference was made yesterday affords one more il- | 
lustration of the need for passing legislation prohibiting the use of abridged 
' rospectuses. In the companies bill, which has been through the house of 
ords and is now awaiting the consideration of the house of commons, 
} there are two clauses directed against the practice of issuing abridged 
prospectuses with application forms attached, under which any person 
+ who is a party to the issue of an abridged pros us will be liable to a 
heavy fine. In the abridged prospectus of the Mutual Finance, Indem- 
nity and Guarantee Corporation we find that the short summary given in 
the full prospectus of certain material contracts is omitted. For instance, 
the abridged version stated that the | neo price paid for the £100 4 s 
> ital of the Mutual Indemnity and Guarantee Corporation was £71,500; 
but the full prospectus gives the additional information that the vendor, 
) Mr. Arnold Williams, entered into a contract last month with the Century 
Insurance Company to buy the shares for £31,500. 
“Nor did the abridged prospectus disclose the fact that the vendor, in 
addition to the purchase consideration, received the right for himself or 
his nominees to subscribe in cash at par for 500,000 ordinary shares of 1s. 
each, or half the total ordinary capital. Again, the abridged document 
‘ omitted to mention that the right to subscribe for 3,000,000 ordinary 
shares was given to the underwriters, beside a commission of 24 per cent. 
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and an overriding commission of 1 per cent. Further, no mention was 
made of the fact that one of the joint managing directors is to receive a 
salary of £1,500, together with a commission of 10 per cent. on profits in 
excess of £20,000; and that in the event of his leaving the company he be- 
comes entitled to a life annuity of £600. Moreover, other contracts re- 
lating to salary and commission payments to be made to the vendor as 
technical director and to the other joint managing director were omitted. 
We do not suggest that any of these payments, profits or considerations 
4 are excessive. All the financial arrangements may be thoroughly justified. 
But they should have been clearly set forth in the abridged prospectus (to 
which were attached application forms) inviting the public to subscribe. 
Investors who subscribed with no more knowledge than was provided b 
the abridged pros us might very well claim that they were not given all 
the information that they a right to expect.” 


The Full Pros Americans are quite familiar with the 
Is — abridged prospectus. Indeed, it is sel- 

dom that one sees a prospectus in full. 

There is almost always something omitted which every intelligent 
investor would want to know. Presumably the information sup- 
plied to the underwriters is generally adequate, but the under- 
writers do not present to the public as much detail as they receive 
and, consequently, we have the abridged prospectus. Such a 


case as that cited in the excerpt from The Times seems to have 
attracted a good deal of attention in England but it would pass 
almost without comment here. It was pointed out in the De- 
cember issue of THE JOURNAL OF ACCOUNTANCY that the informa- 
tion required under the English companies acts should be re- 
quired in the United States and wherever else there is the offering 
of securities to investors. Incidentally it may be noted that the 
concluding argument in The Times is weak. The contention that , 
. investors who subscribe without full knowledge might claim that 
they were not given all the information which they had a right to 
expect seems rather obvious. The fact is that if an investor sub- 
| scribes without full knowledge he has no one but himself to blame | 
when things go wrong. Against that, however, must be set the 
more important fact that investors quite often lack any notion of ; 
. the kind of information which they should demand. They do 
not even know that they have not been fully informed—which 
brings us back to the old axiom that the public is an ass. Itisa 
| somewhat interesting speculation to consider what effect a full 
. prospectus would have upon its readers. Most of them would 
probably glance over the headings and avoid the rest. They , 
would buy or not buy in accordance with their financial condition 
or the degree of confidence which they had in the integrity of the 
salesman. 
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The form of abridged prospectus which 
ae veo is especially prevalent at this time is the 

published advertisement of an issuance 
of securities in which the name of the accountant either is not dis- 
played or, if given, is misused. Naturally the underwriters give 
consideration to the financial statements presented by the ac- 
countant to the borrowing company, and they must depend largely 
upon the certificate of the accountant in deciding whether to un- 
derwrite or not. But, once the bankers have decided to buy and 
sell the securities, the accounting details are shoved into the back- 
ground. The published announcement says that the letter of the 
president states, etc., etc.; that the accounts have been audited 
by So & So; that the profits for the past year, or ten years, have 
been so much, or the undivided surplus is a sum, which is usually 
impressive. This information is confidently believed by the ad- 
vertisers, who are the underwriters, to supply all the information 
that the public has a right to expect. But the truth of the matter 
is that the public knows absolutely nothing about the company, 
if it depends upon the published data as a source of information. 
It is quite easy to conceive that a company which operated even 
criminally and prepared false statements of condition and earnings, 
might sell securities which would be offered in the form which we 
have described. The fact that So & So have audited the books of 
the company does not indicate what So & So said. They may 
have condemned in unqualified terms the whole structure of the 
accounts and even impugned the veracity of the concern. Their 
certificate may have said, ‘‘ Your accounts are untrue and your 
financial position is rotten.’’ Even so, the company can truth- 
fully say that the accounts have been audited by So & So. The 
inference, of course, from the statement that the accounts have 
been audited by a reputable firm and that the earnings or surplus 
is substantial in amount is that the accountants have certified 
those earnings or that surplus. This is not a purely suppositi- 
tious case. We have seen several statements to the effect 
that the accounts have been audited by reputable accountants 
and the implication has been clear that the accountants have 
found all in good order; whereas the accountants have found the 
conditions far from satisfactory. The truth is easily distorted if 
one is permitted to garble an accountant’s report or, worse yet, to 
follow the methods which we have been describing. The state- 
ment of an accountant’s engagement to audit and the statement 
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of financial condition, when they appear in juxtaposition, may 
generally be accepted as evidence that the accountant’s certificate 
is satisfactory, but so long as the possibility of misrepresentation 
exists readers should be careful to distinguish between the definite 
certificate of the accountant and the simple allegation of the fact 
of audit. It would not be feasible to publish in every newspaper 
advertisement the full details of the auditors’ report, but at the 
least a condensed balance-sheet and the full certificate should be 
given if the name of the accountant or the mere fact of audit is 
mentioned. 


, Many prospectuses appearing from time 
Legal Regulation to time present no evidence of inde- 
pendent verification. The accounts are 
prepared in the office of the borrowing company and no pretense 
is made that they have been impartially prepared. These ex- 
parte statements, however, are coming into disrepute or at least 
into disfavor and it is growing more and more the custom to call 
upon independent accountants for examination prior to the is- 
suance of any securities. Some accountants have adopted the 
policy of refusing to permit mention of their names without pub- 
lication of their certificate, and if this can be enforced it will be 
helpful, but there seems to be no legal bar to the publication of 
the accountant’s name without anything more than that, save in 
the remotely possible contingency that an attempt to deceive 
can be proven. It is the hardest thing in the world to demon- 
strate criminal intention and the underwriter who advertises even 
misleadingly can usually escape penalty. The cure for the evil 
can be found in the enactment of laws prohibiting publication of 
prospectuses without adequate—not necessarily full—information, 
and the information can not be adequate unless the accountant’s 
certificate is in its proper place under the statement of accounts, 
whether full or condensed, which is published. In the meantime, 
investors should scrutinize carefully the published advertise- 
ments of securities and should note particularly whether the ac- 
countant is the one who certifies or his name is included merely 
to lend an air of decency. Every true accountant would refuse 
to have anything further to do with a concern which was guilty 
of such misleading practices as those which we have mentioned, 
but that decision would not affect what was past. The under- 
writer, if he were venal, would care nothing about what the ac- 
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countant would do or would not do in the future. The danger 
of abridged prospectuses may be told in few words, but the whole 
scheme is replete with the possibilities of evil. 


ko Before the present session of congress 

Two Opinions on Tax a.sembled in Washington, certain differ- 
ences of opinion expressed by the ad- 

ministration and by the Chamber of Commerce of the United 
States of America afforded a great deal of entertainment to the 
public. The administration presumably had made careful in- 
vestigation of the facts and probabilities and had fixed the maxi- 
mum tax reduction for the coming year at $225,000,000. This 
decision was reached after careful computation and pains-taking 
research. There has long been a theory that the government, 
particularly under the administration of the present executives, 
has adopted the policy of conservative estimation. The facts 
prove that where the treasury has announced a probability of 
surplus the amount has always been exceeded. Arguing upon the 
basis of past experience, the public, therefore, might be forgiven 
for believing that the estimates for next year erred on the side of 
conservatism. About this time the Chamber of Commerce of the 
United States of America distributed a questionnaire and ballot, 
and as the result of its efforts recommended that the tax burden 
should be reduced by $400,000,000. It could not do otherwise 
after the members had voted on the question. No doubt, 
sound and profound thought was given to the recommenda- 
tions of the chamber of commerce. The questionnaire itself, 
before it was sent to the various members, was certainly com- 
piled with reasonable knowledge. But that does not mean that 
the vote of the chamber of commerce, or of any similar body of 
any kind, can be regarded as expressing deliberate opinion. 
When an organization consists of thousands of members and 
those members are asked to vote upon a question such as this, in- 
volving reduction of tax burden, it is almost certain that nine 
tenths of those who vote at all will vote in favor of the thing 
which they desire. If the same men, or groups of men, that 
voted to demand the greater reduction had been asked to express 
their opinion as to whether the reduction could reasonably be 
expected or not, they might have expressed a different opinion. 
At any rate, when the result of the ballot was announced and the 
chamber of commerce let it be known that it favored the 
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$400,000,000 reduction, the comment which came from the White 
House was almost unprecedented in its severity. It is not 
hazarding a very great guess to conjecture that the administra- 
tion’s annoyance arose partly from a knowledge of how ques- 
tionnaires are answered as a rule and of how much care for the 
protection of the country had gone into the official estimate of 
maximum reduction. It is never very gratifying to have a 
carefully reasoned judgment denied or rejected by one who has 
given the matter less thought. Questionnaires are one of our 
worst afflictions. Nearly every mail brings a questionnaire 
on something from someone, and it is probable that somebody 
answers these various interrogatories or the practice would die 
out. But if anyone can derive any real information, even on the 
simplest kind of question, from the snap judgment of those whe 
answer, he must be a wise man indeed. 


Some years ago THE JOURNAL OF ACc- 
oe COUNTANCY published a series of con- 

tributions from the committee on ter- 
minology of the American Institute of Accountants. The 
articles consisted chiefly of definitions of accounting terms sug- 
gested by the committee and of comments by readers, though 
these were too few. The work was important and valuable but 
for several reasons it became necessary to allow it tolapse. Now, 
however, the committee has resumed its labors and it is hoped that 
it will be possible to publish in nearly every issue of THE JOURNAL 
oF ACCOUNTANCY a group of definitions which the committee 
will propose. The first of the new series appeared in the JOURNAL 
for December, 1927. Another instalment is published in the 
current issue. The whole question of terminology is of such vital 
importance to the profession at large that it is probably quite 
unnecessary to emphasize it. No one who has been engaged in 
accounting is ignorant of the fact that there is no standard defini- 
tion of many of the accounting terms which are in common use. 
Furthermore, the words which have one meaning in the east may 
have a quite different meaning in the west; and sometimes there 
is a distinct difference in the use of words even in neighboring 
states. The local distinctions, however, are not so vitally im- 
portant as is the general uncertainty as to the meaning of many 
generic and specific terms. As we understand the intention of 
the present committee on terminology, it is to offer definitions, 
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consider criticisms, adverse and favorable, and subsequently to 
embody in reports to the council of the Institute what the com- 
mittee believes to be the best definitions of the various words 
considered. The best definition does not necessarily imply the 
most common interpretation, although in many cases it is wise to 
adapt technique to custom rather than to attempt to make custom 
conform to technical ideas. At any rate, it is an important work 
which the committee is doing and we hope that the readers of this 
magazine will not only read but will also send to the committee 
any constructive or destructive criticisms which may occur to them. 


. A civil-service examiner has sent in some 

The Comic Muse at answers submitted by candidates which 

_ he thinks may be helpful to the profes- 

sion at large. He expresses the extraordinary opinion that very 

few accountants would answer the questions in the same way. 
Following are the questions and answers: 


No. 1. oe three different classes into which accounts are usually 
vi 


Give the names of the principal accounts in each class. What 
class or classes of accounts close into loss and gain? 


Answer: Accounts are divided into three classes: resources, liabilities 
and cashbook. Cashbook balance, money received and any other income 
from business. Salaries, rent, fuel, money paid out, or any other liabili- 
ties. 


The statement of resources and liabilities close into a loss-and-gain ac- 
count. 


No. 2. Explain fully how f pes would prove by the use of assets and liabili- 
in, the result of an ordinary profit-and-loss account. 


Answer: The liabilities, bank balance and inventory should equal the as- 
sets, the result showing an ordinary profit-and-loss account. 


The correspondent who sends these brilliant efforts probably be- 
lieves that his class of candidates is unusually stupid. Perhaps 
he would be amazed to know that some equally absurd answers 
are presented by candidates for C. P. A. registration. At every 
examination conducted by the Institute and the codperating 
states, the examiners unearth amazing evidences of ignorance. 
Now and then, however, there comes a real joy. One of the ex- 
aminers who has recently been at work on the Institute examina- _ 
tion papers sends this answer. ‘‘Growing crops are contingent 
assets and their value is determined by certain contingencies 
known as acts of God.”’ The examiner adds, ‘‘A handsome ad- 
mission by a western candidate. Most of them would say ‘an act 
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f of congress’.”” And that, when one comes to think of it, is a 
fairly comprehensive summary of the principal question which is 
distressing the minds of politicians today. 


ve . _. There is sometimes complaint by can- 
Examination Questions did hat th 
Should be Analyzed ‘idates at examinations that the ques 
tions which are presented to them deal 

with specific subjects of which they (the candidates) have no 
knowledge. This sort of complaint seems to be common to all 
examinations, but to be especially frequent in the case of ex- 
aminations conducted as a test of the candidates’ proficiency in 
some one or other of the professions. Medical and legal examina- 
tions often excite protest on the score of unexpectedness. If the 
candidate had known what the questions were to be he would 
have been prepared for them. Accounting examinations are 
peculiarly susceptible to the charge of wandering from the point. 
In every examination there must be questions dealing with ac- 
counting principles, and apparently the candidates who fail—the 
others do not complain—are convinced that their failure was due 
to the novelty of the questions asked. Some years ago it used to 
be said that in certain states one need never be surprised by any 
question because the examination was always the same or at best 
there was a cycle of questions which could be counted upon to com- , 
plete the revolution in a certain number of years. Now, however, 
that condition is almost ended and the average examination con- 
ducted by boards of examiners in accountancy strives after orig- 
inality—and sometimes achieves it. At any rate, the candidates 
can no longer come into the examination room with the calm as- 
surance that every question will be an old familiar friend. This ’ 
seeking after new ways of expressing essential truths or theories 
is probably the cause of the protests which are made. The can- 
didate too often learns to know a fact or a thesis in one suit of 
clothes and when the garb is changed he can not recognize the 
features of the wearer. This is a quite common product of 
the acquisition of knowledge from texts. The unthinking pupil 
sees the outward aspect and no more. The intelligent student, 
on the other hand, concerns himself more with the why than with 
the how, and so, when he meets what seems to be a stranger, he 
looks sharply at the features to see if perhaps it is not an old ac- 
quaintance after all. The dress means very little to him who 
knows the wearer. It may be said with a good deal of reason 
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that the candidate who fails to recognize a known principle in a 
new guise should not pass. No one will quarrel very violently 
with that argument, unless it be the man who has failed. But 
it is only fair to explain that the candidate who believes that he 
has a grievance should stop and consider before uttering his pro- 
test. Not long ago a complaint was made by a candidate that one 
of the problems in an accounting examination was unfair because 
it dealt with foreign exchange and that was a subject in which he 
had not been instructed. Well, there are two answers to such an 
allegation. In the first place the candidate should have been in- 
structed or should have instructed himself in so important a 
phase of accounting. If foreign exchange is not much of a factor 
in the business carried on in his vicinity, it is nevertheless a topic 
about which every accountant should read at least. Many of 
the well known texts on accounting devote chapters to the subject 
and if the candidate is a reader he must have read something 
about it. His excuse, therefore, falls down on the count of care- 
lessness. It falls also on another count, and that is one which is even 
more discreditable. The problem which was the ground of com- 
plaint in this case used foreign exchange simply as a peg upon 
which to hang questions concerning fundamentals of mathematics 
and accounting theory. If a candidate had never heard of for- 
eign exchange—which, of course, is inconceivable—he should have 
been able to think the question through to an answer simply by 
applying his general knowledge of those fundamentals. 


One Problem Which _ years ago there was a problem in 
Wes examinations of the American In- 
stitute of Accountants which hinged 

upon a brick-making machinery plant. Its echoes still reverber- 
ate among the mountains of mail. Probably not one candidate 
who was confronted by that problem had ever seen a brick-mak- 
ing machinery plant. Many of them may not have known that 
such a thing existed. So there was a chorus of woe from the 
candidates who did not stop to think. They had not been justly 
treated for, look you, who could be expected to write intelligently 
about brick-making machinery—we wish for the sake of brevity 
and sweetness that something with a shorter and more euphon- 
ious name had been selected—except those rare and fortunate 
souls whose walk in life had led them through the trackless maze 
of brick-making machinery plants? It was very sad. But the 
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fact is that the problem which was the stirrer-up of all this pother 
might as well have mentioned any one of a score of similar in- 
dustries quite as appropriately as it mentioned brick-making 
machinery plants. Explanations of technical terms were given 
and the candidate was required merely to apply to the problem 
the methods of solution which any competent accountant or stu- 
dent of accountancy would apply. In other words, it was the 
name of the plant which floored several candidates. As many 
people have said in one form or another, it is the unusual which 
terrifies. Of course, everyone knows that no examination can be 
universally welcome to every candidate and also that no two ex- 
aminations worthy of the name can be of exactly equal difficult- 
ness. For example, we think that the Institute examinations of 
May, 1927, because of the large number of alternative questions, 
were easier to answer than some of their predecessors, but the per- 
centage of failure and success has been practically unchanged for 
several years and therefore we must conclude that most of the 
candidates last May did not share our opinion. There must be 
always some dissatisfaction after examinations unless the ex- 
aminers become too tender-hearted to shatter even the faintest 
aspirant’s ambitions, but it seems not quite reasonable to com- 
plain because accounting principles come to the party in a new 
dress. So long as the guests are only those who should have been 
invited everyone should have a very pleasant time. 
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CONDUCTED BY THE SPECIAL COMMITTEE ON ACCOUNTING TERMINOLOGY OF 
THE AMERICAN INSTITUTE OF ACCOUNTANTS 


In the December, 1927, issue of THE JOURNAL OF ACCOUNTANCY the com- 
mittee on terminology published a number of tentative definitions of account- 
ing terms. 

Letters have been received from readers of THE JOURNAL expressing pleasure 
at the reappearance of the terminology department, and the committee has 
received several suggestions for its attention. 

Criticisms and suggestions are strongly desired by the committee, and it is 
hoped that readers who have constructive thoughts on the definitions sub- 
mitted will communicate with THE JOURNAL OF ACCOUNTANCY or with any 
member of the committee: 

Walter Mucklow, Chairman, 

815 Barnett National Bank Building, Jacksonville, Florida 
Herbert C. Freeman, 

60 Broadway, New York, N. Y. 
F. W. Thornton, 

56 Pine Street, New York, N. Y. 


DEFINITIONS 
The committee suggests the following definitions: 


ACCOUNT: 

(1) In bookkeeping, a particular group or class of entries, either in a ledger, 
or in narrative or statement form in words and figures relating to a person, a 
transaction or set of transactions, or a business, showing with necessary ex- 
planations the result of transactions and the condition of affairs at a given time. 

(2) The word is frequently used to signify a monthly, or other periodic, 
statement rendered by a creditor to a debtor. 


(3) On stock exchanges where a periodical and not a daily settlement is the 
practice, those transactions which are not for cash but which are to be settled 
at the next settling day are said to be ‘“‘for the account.” 

(4) Generally, the term may apply to every statement which brings out in 
money the result of business dealings. 

ACCOUNTANT: 
One skilled in the practice of accountancy. 


ACCOUNTANT, PUBLIC: 
An accountant who in any way offers his services to the general public. 


ACCOUNTANT, CERTIFIED PUBLIC: 

An accountant to whom a state has given a certificate showing that he has 
met its requirements as to age, education, residence and moral character and 
that he has passed the prescribed examinations in proof of his professional 
ability. Such an accountant is permitted to use the designation C. P. A. as an 
abbreviation after his name in the state which grants the certificate. 
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ACCOUNTANCY: 

The profession dealing with methods of recording business transactions, with 
the correct statement of financial affairs, with the guidance of business men in 
interpreting their accounts, and with the application of sound accounting 
principles to future development of business, as in the preparation of budgets. 

The objective is the statement of financial affairs in such a manner as to give 
due effect to every material factor, making available all the light that past ac- 
counts can give to assist in planning for the future. 

It consists of two processes: synthesis, such as is used in building up or de- 
signing accounts; and auditing, the object of which is to analyze the results 
submitted. 


ACCOUNTING: 

(Noun) In law, the rendering of an account of past proceedings, as an 
accounting of executors to a court, or an accounting between parties to a suit. 
Accountants use the word in the same sense. The word is sometimes used by 
itself as a synonym for accountancy but such use should be discouraged, al- 
though it forms a part of compound words signifying various branches of 
accountancy. 

(Verb) Exercising the functions of an accountant; preparing statements 
of account; devising methods of record keeping; generally, applying correct 
principles to financial records. 


ACCOUNTING, ADMINISTRATIVE: 
The designing and keeping of accounts especially for the guidance of those 
directing the business of a concern. 


ACCOUNTING, COST: 

That branch of accountancy designed as an integral part of, or as com- 
plementary to, a general system of accounts, for the sole purpose of ascertaining 
the cost of the processes, operations, products and/or complete projects. 


ACCOUNTING, ESTATE: 

The preparation and keeping of accounts for any property in the hands of 
executors, administrators or trustees, acting under the jurisdiction of a sur- 
rogate’s court or similar judicial authority, in accordance with the rules of ac- 
counting procedure laid down by the court. 


ACCOUNTING, FIDUCIARY: 

The preparation and keeping of accounts for any property in the hands of 
trustees, whether under the direct jurisdiction of a court or acting by virtue of 
a private deed of trust or instrument of appointment. 


ACCOUNTING, MANUFACTURING: 

The preparation and keeping of accounts designed for and relating to manu- 
facturing concerns, involving particularly the proper distribution of charges 
for material, labor and overhead expense. 


ACCOUNTING, MERCANTILE: 

The preparation and keeping of accounts relating to businesses engaged in 
trading, either wholesale or retail, as distinguished from manufacturing, finan- 
cial, public-utility or other specific industries. 
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ACCOUNTING, PUBLIC: 

The practice of accountancy for a variety of unrelated enterprises which 
stand towards the accountant in the relation of client and not of employer; the 
work of a public accountant (q. v.). 


ACCRETION: 

In accounting, additions due to the operation of a plan formulated for the 
purpose of accumulating funds; as, for example, a pension fund, the accre- 
tions to which may result from (a) the setting aside of a percentage of the pay- 
roll and (b) income upon the investment of funds so set aside. Distinguish 
from appreciation and increment. 


APPROPRIATION: 

The setting aside of an amount to be devoted to some specified purpose. 
The amount may be set aside out of any fund whatever, and thereafter is avail- 
able only for the purpose for which it was appropriated unless the appropria- 
tion isduly withdrawn. An appropriation may be of varying degrees of binding 
force; in the case of business enterprises it may be no more than the expres- 
sion of an intention; in the case of a public corporation it may be finally binding. 
An appropriation does not necessarily involve the ear-marking of any specific 
cash or other liquid asset to carry out the purpose of the appropriation. 


AUDITING: 

The process of conducting an audit (q. v.). Generally it may be described as 
an analytical process to ascertain, or to prove the accuracy of, items leading to 
final statement such as a balance-sheet, profit-and-loss account, etc. 


AUDITOR: 

(1) Originally one who heard explanations of accounts, now one who ex- 
amines accounts. 

(2) An officer appointed by some authority for the purpose of examining and 
reporting on specified accounts. 


BOOKKEEPING: 

The work of recording systematically the transactions of a business so that 
the profits, losses, assets and liabilities may be ascertained with the minimum of 
work and maximum of correctness. The ascertainment of profits referred to 
includes cost finding. The chief aims of bookkeeping are defined by Lisle as 

(1) To record the effect of any one transaction. 

(2) To record the combined effect of all transactions within a given period 
so that the financial position of the concern at the end of the period may be 
ascertained. 


CAPITAL: 

The funds belonging to the partners or shareholders of a business, invested 
therein with the expressed intention of their remaining permanently in the 
business. 

CAPITAL EXPENDITURES: 

The investment of cash or other property or the creation of liability in ex- 
change for property to remain permanently in the business, especially land, 
buildings, machinery and equipment. The intended permanence of the in- 
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vestment is the chief characteristic distinguishing these investments from 
current expenditures. 


CAPITAL OUTLAYS: 
Synonymous with capital expenditures (q. v.). 


CAPITAL SUM: 

This is rather a legal than an accounting term, but is used by accountants 
with its legal meaning. It refers to the original amount of an estate, note, fund, 
mortgage or other financial entity as distinguished from income, profit or other 
accretion not of a capital nature. Thus, of an instalment mortgage it is said 
that so much of an instalment is on account of interest and so much on account 
of the capital sum. But if an interest-bearing obligation be renewed for a sum 
including both the amount of the original note and unpaid interest thereon its 
full face value may become the capital sum. 


DEFICIENCY: 

Usually, the amount by which the resources of a business fall short of the 
liabilities, which may or may not include the amount of money invested by its 
owners. Thus, from the viewpoint of creditors a deficiency would mean that 
assets were less than the outside liabilities. In accounting the term is not used 
except with qualifying words, as, for example, ‘deficiency of current assets to 
meet current liabilities,’’ etc. Without these it means only the amount by 
which unspecified assets fall short of unspecified needs. Lack of sufficient 
funds to carry out a desired object may be described as a deficiency of cash for 
that purpose. 


DEFICIENCY—NET: 
Means “‘deficiency’’—is a redundant expression. 


DEFICIT: 

In accounting has a more definite meaning than “‘deficiency.”” It is the 
amount by which the total assets of a business fall short of the total of all 
liabilities plus the invested capital. The expression is also applied in the 
form of ‘‘net deficit’’ to the net result for an accounting period when the result 
is the opposite of “‘net income”’ (as distinguished from ‘net loss" which is the 
opposite of ‘‘net profit’). 


DEFICIT—CORPORATE: 

The deficit of a corporation. The statutes of the several states do not agree 
as to what is the capital and the surplus of a corporation, hence the ‘“‘ corporate 
deficit”’ is to some extent dependent upon constantly changing state laws. 


DEPRECIATION: 

Generally, loss of value due to wear or to physical deterioration with the 
lapse of time. (See definition in THE JoURNAL or ACCOUNTANCY, September, 
1922, page 232.) 


DEPRECIATION—ACCRUED: 
In accounting, the total amount of depreciation suffered by an asset during 
the period of its life up to the date at which the depreciation is computed. 
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DEPRECIATION—ACTUAL: 

The accrued depreciation, as determined not by any theoretical provision 
but by physical inspection. It is not the difference between original cost and 
present value, but its amount may be stated as a percentage, either of its 
original cost or of its replacement cost at present prices. Thus, if an asset is 
now worth 85% of the value of a precisely similar new asset its actual depre- 
ciation is 15% of either its cost or its replacement cost according to circum- 
stances. Actual depreciation is not to be confounded with changes of value 
arising out of rising or falling scale of prices. 


DEPRECIATION—COMPOSITE: 

Where a variety of assets, large in number, not wholly unrelated in char- 
acter, small in individual value and of varying lengths of life are to be provided 
for in respect of depreciation it is not unusual to adopt a “‘composite rate,” 
chosen to represent a fair average for the whole, thus avoiding the burden of 
computing depreciation separately on each item. It is of limited application. 


DEPRECIATION—EXTRAORDINARY: 

Deterioration occurs at an unusual rate under such special conditions as 
those existing during the war; high-pressure operation with hurried and make- 
shift repairs caused rapid decay. Climatic conditions also are responsible 
in many instances for rapid depreciation or disintegration. In addition to 
the usual depreciation rates extraordinary allowance is needed under such 
conditions. 


DEPRECIATION—PHYSICAL: 

Similar to “‘actual’’ depreciation, but does not include any depreciation due 
to exhaustion of earning power. It is the actual depreciation suffered, judged 
by purely physical standards. Thus, the plates from which a book is printed 
may suffer physical depreciation from wear, and further depreciation from the 
exhaustion of their earning power as the book sales decrease with the lapse of 
time. 


DEPRECIATION—THEORETICAL: 

Generally, depreciation as computed on some theory. There are many 
tenable theories of depreciation, the more important being described under 
“Depreciation methods.’ Varying theories may assign widely varying resid- 
ual values to assets long in use. 


DEPRECIATION METHODS: 


Annuity Method: 

In applying this method, it is required to ascertain the amount of an annuity 
for the number of years of expected life of the asset that will, at the expiration 
of that time, at some fixed rate of interest, produce a sum equal to the cost or 
the replacement value of the asset. Then the amount of the annuity so ascer- 
tained is set aside each year to be invested for account of the depreciation fund. 

This has the disadvantage that the money must actually be withdrawn from 
the business and set aside, building up unnecessarily large cash reserves when 
the money might with advantage be used in the business. 

Sometimes the money nominally set aside is actually used for general cor- 
porate purposes; in that case the amount to be charged to operations each year 
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is increased by an amount equal to the interest that would have been earned 
by the fund had the money been invested for its benefit. If this be done the 
amount set aside each year is the same as the computed diminution of residual 
value at the end of each year, assuming (1) that the actual service rendered in 
each year is the same and (2) that the present value of the future service to be 
rendered by the asset be computed at the interest rate on which the annuity 
value was based. 

The earlier years then bear the smallest actual charge; this is justified by its 
advocates on the ground that an asset giving, say, 50 years’ service is better 
than one giving 49 years’ service by the present value of a year’s service to be 
rendered 50 years hence; at the end of one year there will be an asset that will 
give 49 years’ service. The charge for the first year is the depreciation so 
ascertained, that is, the value of one year’s service to be rendered in 50 years. 


Fixed-percentage Method: 

The computation of depreciation as a fixed percentage of the asset either on 

the “straight line” or “diminishing value”’ basis. 
Sinking-fund Method: 

This method does not differ from the annuity method except that the funds 
are never used for general purposes; they are frequently invested in the pur- 
chase of bonds that have been issued against the assets on which the deprecia- 
tion reserve is set up. 

Service-output Method: 
Working-hours Method: 
Production-basis Method: 
Production-unit-basis Method: 

These are methods of computing depreciation of an asset by dividing its 
cost by the anticipated number of units of production resulting from the use 
of the asset during its life, and by charging to operations a sum corresponding 
to the units actually produced. Similarly, where usefulness can not be meas- 
ured in units of product, depreciation is based on service hours in use; and in 
other cases depreciation may be computed so as to distribute original cost on 
the basis of charging it to operations as service of any kind is rendered; this 
presupposes that total life service of the asset can be estimated in advance. 


Reducing-balance Method: 
Same as diminishing-value method: 
Straight-line Method: 

The computation of depreciation in which elapsed time is the only factor 
considered. Cost is distributed over the expected life equally as to years, the 
entry being a charge to operations and a credit to depreciation reserve. The 
amounts so written off are not actually segregated and invested for the depre- 
ciation fund but are left in the general funds of the business. This is the plan 
prescribed by income-tax regulations. 

Composite-life Method: 
See under depreciation, composite. 
Diminishing-value Method: 

Where such assets as office furniture, composed of many small items, are 

subjected to depreciation it is common, in order to avoid the burden of keeping 
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records for each item and to avoid numerous small reserves, to increase the 
percentage rate of depreciation, to deduct from the value of the asset the 
amount of depreciation instead of establishing a reserve, and in each year 
after the first to apply the depreciation rate to the cost of the asset diminished 
by the depreciation previously provided. This method charges the highest 
amounts in the earliest years, a result opposite to that of the sinking-fund 
method. 


DETERIORATION: 

Loss of value through use, wear or other physical causes; does not apply to 
loss of value due to obsolescence. Implies that some of the original usefulness 
remains. 


EARNINGS: 

In accounting, as distinguished from the ordinary meaning of wages or similar 
remuneration, income derived from the operation of a property rendering a 
service as distinguished from one selling commodities, but including also sales 
of merchandise incidental to the service rendered; used somewhat generally 
in a collective sense, as for example, “railway earnings,” referring to both 
gross and net revenues from all operating sources and not from investments in 
securities and similar items; used also in public utilities but in a more restricted 
sense, being applied generally to gross earnings only. (See definition in THE 
JouRNAL OF ACCOUNTANCY, July, 1922, page 68.) 


EARNINGS, AVERAGE: 

An inexact expression indicating the weekly, monthly or yearly arithmetical 
average for a consecutive series of weeks, months or years, of revenues from 
operation, either gross or net as further definition may indicate. 


EARNINGS, EXTRANEOUS: 

An expression of doubtful validity; more precisely stated as ‘‘extraneous 
income” or “extraneous profits.” (‘‘Earnings” being derived from the opera- 
tion of a property, it appears desirable to restrict this term, if used at all, to the 
operation of the properties which represent the main business of an enterprise.) 
In the sense of ‘extraneous income” or ‘‘extraneous profits” the expression 
relates to income or profits from sources other than the regular business of an 
enterprise, generally of a non-recurrent character or arising from conditions 
beyond the regular scope of a business. The determination of such extraneous 
sources of income is an important matter in investigations for financing, in 
order that only income from sources which can be depended upon regularly 
may be used as the basis for capitalization. 


EARNINGS, GROSS: 
Revenue from operating sources, before deduction of the expenses incurred 
in gaining such revenues. 


EARNINGS, NET: 

Revenue from operating sources, after deduction of the operating expenses, 
maintenance, uncollectable revenues and taxes applicable to operating proper- 
ties or revenues, but before deduction of financial charges and generally before 
deduction of provision for depreciation and retirements. 
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EARNINGS, NON-OPERATING: 

See comment under “Earnings, extraneous.’”’ If used in the sense of ‘‘non- 
operating revenues,”’ this expression covers revenues derived as a return upon 
the property of the enterprise in the hands of others or from its interest in 
property in the hands of others (e. g., rents, interest on bonds, dividends on 
stock, etc.). 


EARNINGS, OPERATING: 

Revenues derived from charges for services rendered, from the sale of com- 
modities incidental thereto, from return on property used in the operations of 
the enterprise and from interest on current funds. 


ENTRY—ORIGINAL: 

Following methods once universally used, some Latin countries still admit 
only journals as legal books of account. Theoretically all entries are made at 
the time of the transactions in the journal, which is the “book of original 
entry.” Actually the entries are first made in other books—memorandum 
books called borradores, etc.—but these are not legally recognized. Similarly, 
accountants here speak of books of original entry meaning cashbook, journal, 
sales and purchase books, biotters and any other books from which entries are 
carried directly or indirectly to the ledgers. Hence an entry on a cheque stub 
is not usually described as an “original entry” whereas the entry of the same 
payment made in the cashbook is an “original entry.” 


EXHIBIT: 

In accounting, has almost the same meaning as in law; an explanatory or 
illustrative statement accompanying such a principal statement as a balance- 
sheet. In accounting, however, only statements, drawings, photos and other 
paper schedules are called “exhibits,” objects such as specimens of merchan- 
dise, weapons, garments, used as ‘‘exhibits” in law are not used as such by 
accountants. 


EXPENDITURE, REVENUE: 

In the double-account system of accounting, used by railroads and similar 
enterprises organized under special charter in Great Britain, the expression 
“revenue expenditure” is used to distinguish operating charges incurred in 
gaining revenue from expenditure on capital account. 
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EpITED BY STEPHEN G. Rusk 


According to newspaper articles appearing November 22nd, one of the not- 
able events of the preceding day was that the United States supreme court had 
rendered thirty-one decisions, an unprecedented number for one day. Several 
of the decisions were of great importance. In the summary of recent rulings, 
published herewith, we have quoted nine of these decisions which relate to 
federal income taxes. When the highest court in our scheme of government 
renders a decision, its ruling is of first importance, because it is the final word 
and is the law. 

One question of importance that was definitely answered November 21st is 
that “the United States board of tax appeals has full reviewing jurisdiction 
over the findings of the commissioner in special-assessment cases and may 
compel the commissioner under subpoena to answer interrogatories and furnish 
information concerning the returns of other corporate taxpayers.” This deci- 
sion was rendered in the Osterlein Machine Company case, but the question as 
to whether or not this taxpayer is entitled to relief is still to be considered by the 
board of tax appeals. 

It seems to us that the more important question of whether or not it lies 
solely within the discretion of the commissioner as to what taxpayers can be 
granted relief under sections 327 and 328 has not been settled. We believe, 
however, that the means have been established by which a taxpayer can de- 
termine whether or not the commissioner is exercising his discretionary powers 
in accordance with the intent of congress, as set forth in the provisions of the 
relief sections. 

At the time when congress adopted the relief provisions it was obviously the 
intention that one or more taxpayers in any given business should not be 
obliged to pay profits taxes wholly disproportionate to the average paid by its 
competitors, and that, if in following the stipulated rules for determining these 
taxes a disproportion should result, the taxpayer affected should have a tax 
assessed in accordance with the average assessed against its competitors. It 
is presumable that congress believed that the taxpayers themselves would raise 
the question and that when the question was raised the commissioner would 
determine from trustworthy statistics available to him whether or not there 
was such a disproportion. It seems an absurd assumption that congress in- 
tended to leave the whole matter within the discretion of the commissioner, 
even though the language of the particular sections so indicates. It would 
appear that if this were left entirely discretionary with him there would be no 
relief granted to anyone without considerable criticism from congress itself, 
for the latter has not hesitated to make it apparent to the commissioner at the 
time of its investigation of the bureau of internal revenue, that he has little, if 
any, discretion in interpreting the language of the several acts. 

An interesting side light upon this matter is furnished by an article in the 
December issue of Internal Kevenue News contributed by Leslie Gillis, member 
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of the special advisory committee. Among other thoughts expressed by Mr. 
Gillis is the following: 


“ The legislative history of the so-called relief provisions of the various 
acts clearly shows that it was the intent of congress to grant relief in those 
cases where, owing to some abnormal condition in income or capital, the 
taxpayer would suffer a hardship of inequality as compared with other 
concerns similarly circumstanced but operating under normal business 
conditions, and it was left within the discretion of the commissioner to 
determine when exceptional hardship was being worked upon a taxpayer.” 


So far as can be discovered no one has heard of a case of relief granted a tax- 
payer under section 210 of the 1917 act or sections 327 and 328 of the sub- 
sequent acts where the question was not initiated by the taxpayer. 

The commissioner's apparent attitude upon every other moot question in- 
volving some possible saving to the taxpayer has been such as to compel the 
taxpayer to initiate the question and prove his right to the reduction; so why 
should the taxpayer suppose that if his profits taxes were apparently dispro- 
portionate to those paid by his competitors, the commissioner would diligently 
seek to relieve him of the excess amount of such taxes? After some nine years’ 
experience in federal tax matters, it is too much to expect of the commissioner 
and of his bureau, unless there has been some miraculous regeneration of spirit 
manifested in that organization. 


SUMMARY OF RECENT RULINGS 


The deduction of a loss by reason of worthless stock is not to be disallowed 
on the ground that the corporation has not completed the sale of its assets and 
the liquidation of its business. (U. S. circuit court of appeals, ninth circuit, 
Royal Packing Company v. Commissioner.) 

Gain or loss resulting from the sale of stock acquired during 1918 by a 
residuary legatee under a will should be computed on the basis of fair market 
value of the stock as of the date upon which it was distributed to such residuary 
legatee, and not the value of the stock at date of death as contended by the 
commissioner. The stock was distributed pursuant to a written instru- 
ment executed before the will had been filed for probate, under which the 
executors and trustees under the will who were residuary legatees set over, as- 
signed and delivered to each residuary legatee his proportionate share of the 
residuary estate, each legatee receipting therefor, and not when stock certificates 
were issued by the corporation in their names. (U. S. court of claims, F. W. 
Matthiessen, Jr., v. United States.) 

The same item can not be made to serve as a part of the value of the gross 
estate for estate-tax purposes and also as a part of gross income of the estate 
for income-tax oypae- (U. S. court of claims, s of estate of John 
W. T. Nichols v. United States.) 

The right to receive from a ene 4 the distributive share to which a 
decedent was entitled was held to pass to the executors as an asset of the estate 
and the amount when ascertained and paid was not taxable income to the estate. 
(U.S. court of claims, Executors of estate of John W. T. Nichols v. United States.) 

Manufacturer and seller of soft drinks and beverages held liable with respect 
to beverage tax, act of 1918, for 10% of full sales price which purported to in- 
clude the tax since petitioner failed to bill the g with the price and the tax 
stated separately, as required by the regulations. (U.S. court of claims, Lash’s 
Products Co. v. United States.) 

Commissioner’s action approved with respect to the exclusion from invested 
capital for 1917 of a fund represented by certain debenture notes issued to the 
stockholders on the grounds that the notes represented borrowed money. 
(U. S. court of claims, J. Unterberg & Co., Inc., v. United States.) 
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A stock dividend declared in 1919, the amount of which exceeded the amount 
of undistributed earnings accumulated since March 1, 1913, was not a distribu- 
tion of profits, and a cash dividend declared thereafter was held taxable since 
the amount thereof did not exceed amount of undistributed earnings accumu- 
lated since March 1, 1913. (U. S. court of claims, Anna Louise Nolde v. 
United States.) 

Taxpayer held not entitled to deduct as a business expense the cost of im- 
provements made to the leased Leo ge Ree it occupied. (U. S. court of 
claims, National City Bank of Seattle v. United States.) 

Interest accrued but not yet due, as of the date of death, u bank ac- 
counts, bonds, notes, etc., owned by the decedent who reported income on a 
cash receipts and disbursements basis, constituting a part of the estate for 
estate-tax puso. may not also be included as income to the estate, reporting 
on the cas —_ and disbursements basis, when paid and received by the 
estate. .. . (U.S. court of claims, Executor of estate of Robert H. Jenkins v. 
United States. 

In computing the taxable net income of a beneficiary receiving the entire 
net income of one half of a mar og Hagen during her natural life, undiminished 
by amount of depreciation taken by trustees on the return of the estate, she 
may not deduct therefrom under the 1918 act one half of the depreciation de- 
ducted on the return of the estate. (U.S. court of claims, Mary Roxburghe v. 
United States.) 

Corporation held to be “carrying on or doing business” and, therefore, sub- 
ject to capital-stock tax under act of 1921 where it had disposed of its manu- 
acturing assets and goodwill but continued to maintain its corporate entity, 
and engaged in business transactions (beyond the necessary ones to final 
liquidation) for profit, which were designed to facilitate the successful conduct 
of the corporation in which it owned a controlling interest. (U. S. court of 
claims, Chevrolet Motor Co. v. United States.) 

Under the act of 1926 the right of individual persons to recover taxes paid 
under section 218 of acts of 1918 and 1921, as stockholders of a personal-service 
corporation, which was later denied such classification, rests upon and is gov- 
erned solely by the provision of section 1210 of the act of 1926, which specifically 
covers such cases, and recovery therefore can not be had when, as required by 
that section, the tax upon the income involved has not been paid by the cor- 
poration. (U.S. circuit court of appeals, ninth circuit, James A. Haight, Jr., 
as trustee in bankruptcy of the estate of George B. Hall and the marital community 
of George B. Hall and Hazel T. Hall, his wife v. United States.) 

Withdrawals during 1917 by a partner as “salary” under an agreement be- 
tween the partners are not subject to excess-profits taxes, where the partnership 
sustained a loss forthat year. (U.S. court of claims, Selwyn Bywater v. United 


s.) 

Amount left by will as full payment for “acting as my executor” is not a 
non-taxable bequest but taxable income to the recipient. (U.S. court of ap- 
peals, second circuit, Robert C. Ream v. Frank K. Bowers, collector. 

The board of tax appeals has full reviewing jurisdiction over the findings of 
the commissioner in special assessment cases and may compel the commissioner 
under subpoena to answer interrogatories and furnish information ——s 
the returns of other corporate taxpayers. (U. S. supreme court, David H. 
Blair, commissioner, v. Osterlein Machine Co.) 

Income of a non-Indian lessee, derived between 1917 and 1921 from the lease 
of restricted Indian lands is not tax exempt. (U. S. supreme court, D. B. 
Heiner, collector, v. The Colonial Trust Co., executor of will of Glenn T. 
Braden, deceased.) 

Taxpayer sustaining a loss by reason of his prepayment to a seller who had 
contracted to deliver merchandise to him is not required to deduct his loss as a 
‘‘worthless debt” under sec. 234 (4), act of 1918, but is entitled to deduct it as 
a “loss” under sec. 234 (5) of that act. (U.S. supreme court, C. G. Lewellyn, 
collector, v. Election Reduction Co.) 

Gift-tax provisions of 1924 act held unconstitutional in so far as they under- 
take to impose a tax because of gifts made during January, 1924, the act not 


49 


|_| 


The Journal of Accountancy 


being passed until ims second of that year. (U.S. supreme court, John W. 
Blodgett v. Charles Holden, collector.) 

Earned surplus may not be included in invested capital yd the 1918 act 
until a prior operating deficit has been made up. (U. S. supreme court, 
L. M. Willcuts, collector v. Milton Dairy Co.) 

Dividends declared in 1916 and 1917 and paid in 1917 are taxable to the 
poe ony at 1916 rates where it is affirmatively shown that the co tion de- 

ane oe had no 1917 net profits prior to the payment of such dividends, 
there ~ ample 1916 earnings to cover them. fs S. supreme court, F. H. 
Mason v. C. F. Routzahn, 

Dividends are “ received” under sec. 31 (b), act of 1916, as amended by the 
act of 1917, in the year paid and not in the year decla red. Dividends de- 
clared in 1916 and paid in 1917, are income to the recipient in the year paid. 
(U. S. supreme court, F. H. Mason v. C. F. Routzahn, 

Literal compliance with the requirement of the regulations established 
pursuant to the statute that “‘all facts relied — in support of the claim (for 
refund) shall be clearly set forth under oath” may properly be waived by 
a for the ager overnment in a suit brought by a taxpayer for a recovery of a 

n grounds other than those stated in such claim. (U.S. supreme court, 
Wc . Tucker v. Acel C, Alexander, collector.) 

Courts have jurisdiction to try questions of tax liability de novo, the decision 
of the commissioner not being conclusive as to such liability. (U.S. supreme 
court, Jessie L. Wickwire, individually and as executrix and trustee under last 
will and testament of Edward L. Wickwire, deceased, v. Mabel G. Reinecke as 
collector and acting cullector.) 

Where the evidence established with somewhat more than reasonable cer- 
tainty that stock had become worthless in 1921 and was properly deductible in 
that year, the owner was not required to dispose of it, and the fact that the 
state banking authorities had not required it to be written off or that the 
corporation continued as a going concern without being adjudged as a bank- 
rupt, does not prejudice the owner. (U. S. district court, N. D. Ohio, The 

Commerce Guardian Trust and Savings Bank v. Charles H. Nauts, collector.) 

Stock received from a prior decedent within five years sold by the executor 
to provide cash to pay various administrative expenses, the estate being ample 
to pay all such expenses, is deductible from gross estate as | dered previously 
taxed. (U. S. district court, Massachusetts, L. Cushing Kimball, executor v. 
Thomas W. White.) 

The exchange pursuant to an arrangement of stock received from a decedent 
dying within five years, for new shares of stock of the corporation upon pay- 
ment of an additional ye ey prevents the tracing of the old shares into 
any specific po wee of new shares and the identification of the new shares as 
acquired in exchange for prope | previously taxed. . S. district court, 
Massachusetts, L. Cushing Kimball v. Thomas W. White. 

Munitions taxes accrued in 1916 should be deducted in 1916 by a corpora- 
tion keeping books and making its 1916 return substantially on the accrued 
basis, even though no reserve for such taxes was set up in 1916 because of the 
compares s uncertainty as to whether the product was subject to such tax. 
(U. S. district court, Aluminum Castings Co. v. C. F. n, collector.) 

A refund may not be credited against an uncollected tax pd veces by the 
statute of limitations then in force, nor may an outlawed tax be collected by 
distraint. (U. S. district court, Massachusetts, James C. Brady and Arthur 
Lyman v. United States.) 

A taxpayer must allege clearly, in a suit for recovery of excess-profits and 
income taxes, wherein the assessment was erroneous and what the correct as- 
sessment should have been, the allegation that the commissioner, who refused 
to compute the tax under section 327 and 328, act of 1918, used a wrong method 
being insufficient. (U. S. circuit court of appeals, fifth circuit, AWantic Casket 
Co. v. J. T. Rose, collector.) 
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H. A. Finney, Editor 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL oF Ac- 
COUNTANCY should not cause the reader to assume that they are the official 
solutions of the board of examiners. They represent merely the opinions of the 
editors of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PracticeE—Part I 
November 17, 1927, 1 P. M. to 6 P. M. 
The candidate must answer the first three questions and one other question. 
No. 1 (48 points): 
The Pacific Logging Company completed its first year of loggi 
26. A list vel 


operations 
on December 31, 19 st of balances from the company’s ielger (before 
closing) at December 31, 1926, was as follows: 


$4,000,600 
Booming ground... 9,000 
Subsidiary railroad................. 235,000 
ng engines, machinery and camp 
703,000 
Cash in bank and on hand.......... 23,250 
Notes and accounts receivable....... 113,700 
Furniture and fixtures—city office.............. 2,137 
Unexpired insurance premiums................. 4,134 
R 72,210 
Labor and expenses: 
Felling and sawing.............-. 96,075 
Yarding and loading.............. 102,460 
33,273 
Booming and rafting............. 13,577 
389,262 
974,500 
Maintenance—railroads............. 32,015 
4,710 
36,725 
Depreciation—logging engines, machin- 
ery and camp equipment.......... $71,997 
Depreciation—city office furniture and 
213 


$72,210 
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Insurance—industrial............... $13,403 
equipment (fire)...... 8,075 
—. $21,478 
19,415 
Interest—on bonds................. 49,000 
—on notes payable......... 1,647 
50,647 


$6,070,802 $6,070,802 


In arriving at the results of its operations for the year 1926, the company’s 
officers had not considered depletion of timber cut for the year nor the amount 
which should be charged to cost of operations in respect of amortization of rail- 
way construction. 

he trustees for the bondholders require a statement of profit and loss for the 
year 1926 showing the average cost of logs cut and of logs sold, also a balance- 
sheet as at December 31, 1926. 
The following information is obtained from the records of the company: 


Total standing timber acquired at inception of company: 


t per 
Feet M feet Total cost 
300,200,000 1.20 360,240 
1,238,565,000 $4,000,600 
Logs cut during the year 1926: 
- : sold during the year 1926: 


There was used by the company for the construction of donkey sleds, during 
the year, 100,500 feet of yellow fir, which is included in the es figures 
representing the timber cut during 1926. The cost of logs so used for construc- 
tion purposes is to be added to capital expenditures at the average cost of 

roduction of all logs cut for the year, the construction labor cost thereon 
ving been ascertained to be already included in the equipment account. 


The inventory of logs “in pond” as scaled (i. e. ready for sale) at December 
31, 1926, was as follows: 


9,559,500 feet 
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The inventory is to be valued at the overnap cost of all logs cut during the 
year, no segregation of costs to be made on the various kinds of timber cut. 

In addition to the logs cut, as above recorded, there were 500,000 feet of 
yellow fir logs and 500, feet of spruce logs lying in the woods, felled and 
sawed, and the cost of felling and sawing such logs is included as part of the 
operating expenses for the year 1926 on the company’s books. These logs are 
to be valued at stum cost, plus felling and sawing cost only, as no other 
costs are applicable thereto. 

The railway construction is described in the accounts as main railroad and 
subsidiary railroad. The main railroad is a completed unit and all the com- 
pany’s standing timber will have to be hauled over that road as cut. The 
subsidiary railroad is not a completed unit. When completed, the total cost is 
estimated to be $540,000. The standing timber to be hauled over the sub- 
sidiary railroad is 600,000,000 feet. When the timber is all cut both railroads 
are to be considered as being of no further use and to have no salvage value. 
Of the total timber cut for the r 1926, 40,000,000 feet were cut from the 
standing timber adjacent to, and hauled over, the subsidiary railroad. 

Depreciation has been provided on all plant and equipment and is to be 
considered adequate. 

An examination of the accounts receivable disclosed worthless accounts 

rom the foregoing list nces and supplementary information, prepare 
the statements pant by the trustees for the bondholders and submit details 
of = adjustments of accounts considered necessary by you, ignoring income- 
tax features. 


Solution: 
PaciFric LoGGING COMPANY Exhibit 1 
Statement of cost of logs cut and sold for the year ended 
December 31, 1926 
Per M 
feet 
Depletion (schedule A) (76,860,000 feet) $264,865 .00 $3 .446 
Operating expenses: 
Logging costs: 
Felling and sawing............ $96,075.00 
YVarding and loading.......... 102,460.00 
8,837.00 
Maintenance of camp......... 4,710.00 
Depreciation of logging engines, 
machinery and camp equip- 
Industrial insurance........... 13,403.00 
Fire insurance on equipment... . 8,075.00 
Superintendence.............. 11,970.00 
Fire-patrol expense............ 4,733.00 
Booming and rafting.......... 13,577.00 
Total logging costs.......... $428,685 .00 5.578 
Transportation costs 
Maintenance of railways....... 32,015.00 
Amortization of railroad 
construction: 
Main line. $18,965.00 (1a) 
Subsidiary 36,000.00 (1b) 
54,965.00 
Total transportation costs 222,020.00 2.889 
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Patel productions $915,570.00 $11.913 


Less: Inventory of logs felled and sawed (1,000,000 feet).......... 5,250.00 (2) 
Total cost of logs completely cut (75,860,000 feet)............... $910,320.00 $12.00 
Less: Cost of logs used in construction of donkey 
sleds (100,500 feet). $1,206.00 (3) 
Inventory of logs in pond (9,559,500 feet).... 114,714.00 (4) 


115,920.00 12.00 
Cost of logs sold (66,200,000 feet)... $794,400.00 $12.00* 


This procedure to be in conflict with the 
procedure would however, appar tobe with the 


(1) Computation of the cost of the amortization of railway construction: 
(a) Main railroad: 


Total standing timber at inception of company... 1,238,565,000 ft. 
Therefore, $309,641.00 + 1,238,565 M feet = $.25, the cost per M 


feet of timber hauled. 
Total feet hauled over main railroad during the 
75,860 M feet X $.25 = $18,965, 
year 1926. 
(b) Subsidiary railroad: 
Estimated total cost of subsidiary railroad...... $540,000.00 
Total feet of timber to be hauled by subsidiary rail- 
road when completed. 600,000,000 ft. 


Therefore, $540,000.00 + 600,000 M feet = $.90, the cost per M feet 
of timber to be hauled over the subsidiary railroad. 

Total feet hauled over subsidiary railroad during 

40,000 M feet X $.90 = $36,000.00, the amount of the amortization 
for the year 1926. 


While it may appear incorrect to base the amortization of the subsidiary 
railroad on the total estimated cost instead of on the cost to date, there are good 
practical and theoretical reasons for doing so. 

If amortization were based on the cost to date, the rate for 1926 should be 
obtained by dividing that cost by the number of M feet transportable over the 
constructed road. The problem does not give this information. 

Moreover, the rate would be increased with each additional construction 
expenditure, with a resulting variation in the cost per M feet for transporting 
logs over the subsidiary railroad. This might be correct except for the illogical 
possibility of applying two different rates to logs from approximately the same 
location in the tract but transported during different years. 
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(2) Inventory of logs, felled and sawed only: 


Cost per 
Kind Feet M feet Cost 
Add: 
Cost of felling and sawing 
1,000 M 
[6.860 M X $96,075.00) 1,250.00 


(3) Cost of logs used for the construction of donkey sleds: 

As shown in the statement of cost of logs cut and sold (exhibit 1), the rate per 
thousand feet is $12.00. Therefore, the cost of the logs used for the construc- 
tion of donkey sleds is 100.5 M feet X $12.00 or $1,206.00. This entire amount 
is capitalized as required by the problem. 

(4) Inventory of logs ‘in pond”’: 

The cost of logs in pond is determined as follows: 

9559.5 M feet K $12.00 = $114,714.00 
Exhibit 2 
Paciric LoGGInc COMPANY 
Statement of profit and loss for the year ended December 31, 1926 


Per M 
Sales: feet 
45,400,000 ft. @ $15.00 M $681,000.00 
12,500,000 12.50 156,250.00 
1,800,000 15.00 27,000.00 
4,250,000 18.00 76,500.00 
2,250,000 15.00 33,750.00 
66,200,000 ft. $974,500.00 $14.72 
General expenses: 
$19,415.00 
Depreciation of office fixtures 213.00 
5,500.00 
Interest charges: 
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Paciric LoGcGinc COMPANY Exhibit 3 
Balance-sheet, December 31, 1926 
Assets 
Current assets: 
Cash in bank and on hand................ $23,250.00 
Notes and accounts receivable........... 108,200.00 
Inventories 
Logs felled and sawed................. 5,250.00 119,964.00 $251,414.00 
Capital assets 
Reserve for 
depreciation, Carrying 
Cost depletion and value 
amortization 
$4,000,600.00 $264,865.00 $3,735,735.00 
Booming ground............ 9,000.00 9,000.00 
309,641.00 18,965.00 290,676.00 
1 Subsidiary railroad.......... 235,000.00 36,000.00 199,000.00 
Logging engines, machinery 
and equipment ........... 703,000 .00 71,997.00 631,003.00 
Furniture and fixtures, city 
2,137.00 213.00 1,924.00 
05 0 080805400 1,206.00 1,206.00 
$5.260,584.00 $392,040.00 4,868,544.00 
$5,124,092 .00 
, Liabilities and net worth 
Current liabilities: 
—————-__ $124,092.00 
Net worth: 
y Surplus net profit for year ended December 31, 1926 (exhibit 
4, 300,000.00 
$5,124,092 .00 
No. 2 (10 points): 
Alton, Locke and King are in partnership, their respective capitals and 
\ shares of profits being as Folin 
$60,000 40% 


$120,000 100% 


It is arranged to admit Darwin as a partner with a twenty per cent. interest in 
the profits, he to contribute as additional partnership capital a sum propor- 
‘ tionate to his interest together with an equal amount for goodwill. 

3 How much cash must Darwin contribute in all? 
| 2) In what proportion will the profits be divided between the four partners? 


3) How should the goodwill be treated? 
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Solution: 

(1) It seems clear from the wording of the problem that the entire amount 
to be contributed by Darwin will constitute additional partnership capital. 
It is necessary to make an assumption, however, as to the amount to be credited 
to Darwin's capital account. 

If it is assumed that the amount contributed for goodwill is to be credited to 
the old partners as compensation for the goodwill which they developed, the 
following solution can be amply defended. 

On this assumption, the amount to be credited to Darwin's capital account 
will be one half of his total contribution and will be ‘‘a sum proportionate to 
his interest.’ The only interest mentioned, so far as Darwin is concerned, is 
the 20 per cent. interest in the profits. 

A contribution to the partnership capital by Darwin of a sum proportionate 
to his interest would, then, mean a contribution of 20 per cent. of the total 
capital of the new partnership. But Darwin's contribution ‘‘as additional 
partnership capital” is twice the amount of ‘‘a sum proportionate to his inter- 
est." Therefore, the amount contributed by Darwin will be 40 per cent. of the 
total capital of the new partnership. It follows then that the contribution of 
Alton, Locke and King, the members of the old partnership, will constitute 60 
per cent. of the total capital of the new partnership. The amount of this 60 
per cent. contribution we know to be $120,000. 

Hence, if 60 per cent. equals $120,000 it follows that 100 per cent. equals 
$200,000. 

Darwin’s contribution must, therefore, be 


(a) a sum proportionate to his interest (20% of $200,000) $40,000 
plus (b) an equal amount for goodwill..................... 40,000 


$80,000 


The amount of Darwin’s contribution may also be computed algebraically as 
follows: 


Let X equal amount to be contributed by Darwin. 
Then $120,000+X equals total capital of new partnership. 


Given: 
144X equals ($120,000+X) 


Then: 5 X equals $240,000+2 X 
3 X equals $240,000 
X equals $80,000, Darwin’s contribution. 


(2) When a new partner is admitted, a new partnership is created and the old 
one is automatically dissolved. Therefore, we must look to the agreement 
under which the new partnership is formed for information as to the division of 
profits. The only reference in this case as to any agreement for division of the 
profits of the new partnership is to Darwin's interest in the profits which is 
stated to be 20 per cent. Following the principle that when not stated to be 
otherwise profits in a partnership are to be divided equally, it would seem that 
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the remaining 80 per cent. of the profits would be divided equally between 
Alton, Locke and King, that is, 263g per cent. of the total profits to each. 
However, there may be an implied agreement to the effect that, as to the three 
members of the old partnership, the basis prevailing in the old partnership 
should be carried into the new partnership and that the 80 per cent. of the total 
profits remaining to them should be shared in the old ratio. In that event, the 
profits of the new partnership would be divided as follows: 


(3) As this question is worded, it might appear necessary to set up goodwill 
on the books of either the old or the new partnership. Further analysis, how- 
ever, shows that such procedure is not necessary. 

The capital contributed to the new partnership by Alton, Locke and King 
amounts to $120,000. Darwin's contribution amounts to $80,000. Total 
contributions, therefore, amount to $200,000, the capital of the new partner- 
ship. Hence, it is not necessary to place a goodwill account on the books. 
Darwin contributes $80,000 and receives credit in his capital account for 
$40,000. The remaining $40,000 will be credited to the accounts of Alton, 
Locke and King as a bonus. This bonus will be divided among Alton, Locke 
and King in the same ratio as profits were shared in the old partnership and the 
capital accounts of the members of the new partnership will be as follows: 


Alton: 
Capital account in old partnership............... $60,000 
Share of $40,000 bonus (40%).................. 16,000 
$76,000 
Locke: 
Capital account in old partnership............... $40,000 
Share of $40,000 bonus (30%).................. 12,000 
52,000 
King: 
Capital account in old partnership............... $20,000 
Share of $40,000 bonus (30%)...............04. 12,000 
32,000 
Darwin (half of total contribution of $80,000)....... 4 ',000 


On the other hand, it is equally reasonable to assume that Darwin is to have 
a one-fifth interest in the capital, and that, since he pays in as goodwill an 
amount equal to his remaining contribution, the old business has a goodwill of 
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$120,000 as well as its other capital of $120,000. Then the matter might be 
handled as follows: 


To place the goodwill of the old partnership on 
the books, crediting the partners in their profit-and- 
loss ratio. 


This makes the total capital of the old partnership $240,000 which is 80 per 
cent. of the capital of the proposed new partnership. The total capital of the 
new partnership will therefore be $300,000. Darwin should pay in and be 
credited with $60,000. 

If it is not desired to place a goodwill account on the books, the matter may 
be handled as follows: 

Alton Locke King Darwin Total 


Original capitals........... $60,000 $40,000 $20,000 $120,000 
Goodwill credits, if recorded. . 48,000 36,000 36,000 120,000 
Cash contribution.......... $60,000 60,000 
$108,000 $76,000 $56,000 $60,000 $300,000 
Charges, if goodwill is subse- 
quently written off....... 38,400 28,800 28,800 24,000 120,000 
dar $69,600 $47,200 $27,200 $36,000 $180,000 
Original capitals........... 60,000 40,000 20,000 120,000 
Credits for Darwin's contribu- 
$9,600 $7,200 $7,200 $36,000 $60,000 
ERRATUM 


On page 461 of the December, 1927, issue of THE JOURNAL OF ACCOUNTANCY, 
the amount of goodwill in the consolidated working papers is shown as 
$19,000.00. This is a typographical error. The correct amount of good- 
will is $9,000.00, as shown in the consolidated balance-sheet which appears 
immediately following the consolidated working papers. 


Correspondence 
INSTALMENT ACCOUNTS RECEIVABLE 


Editor, The Journal of Accountancy: 

Sir: I have read with interest the article in the November JouRNAL on Jn- 
stalment Accounts Receivable by Mr. Musselman but am afraid the problem is not 
soived quite as easily as would appear. He states it in the form of four ques- 
tions but there is little, if any, difference between the first and fourth, and the 
third requires no additional accounting work. 

The two main questions are: 

(1) The analysis of accounts receivable by maturities. 

(2) The sufficiency of the bad-debt reserve. 

Admitting that the solution proposed is based on the simplest kind of a prop- 
osition for the sake of clarity, the question arises as to whether or not such a so- 
lution is applicable to the ordinary instalment business. 

The suggestion is to maintain a columnar sales record spreading the total 
sales for each month over the months during which collections will be made, 
thus showing by the footings of the subsequent months’ columns the maturity 
dates of the uncollected amounts. 

Is this practical? My experience with instalment houses is not very ex- 
tensive but I have found that the terms of payment differ for various reasons, 
including the down payment, the kind of article sold, the salvage value of the 
article and the convenience of the purchaser. 

If the house were selling only one article or on only one form of contract per- 
haps the plan could be easily worked. Otherwise the cost of analysis would be 


excessive. 

Mr. Musselman makes no suggestions as to the adjustment of these future 
maturities by repossessions and by bad debts actually written off. These would 
obviously have to be tabulated in a similar manner and deducted. 

Now as to his bad-debt theory. He proposes first to charge bad debts and 
credit bad-debt reserve No. 2 with say 10% of future maturities as shown by 
the sales analysis. There is no objection to that if the sales analysis be ad- 
justed first by repossessions and by bad debts actually written off. If not so 
adjusted the reserve will exceed 10% on the true balances and may distort the 
intended result. 

His next proposal is to charge bad debts and credit bad-debt reserve No. 1 

l with the difference between the sales analysis collections to be made during the 
( month just closed and the actual collections, in other words all delinquent 
items are to be treated as bad. It is true that any collections on delinquent 
items would reduce a subsequent charge off but at any balance-sheet date such 
items would be shown as of no value. Supposing, however, that some accounts 
are several months in arrears, are the future maturities to be considered good? 

It all depends upon the actual value of the article if repossessed. 

Accounts actually bad are to be charged off the books by charging bad-debt 
reserve No. 1 and crediting accounts receivable. Remembering that this re- 

| serve is credited only with delinquent items, should part not be charged against 
| reserve No. 2? If not, reserve No. 1 may result in a debit balance if the entire 
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amount charged off is not delinquent. Mr. Musselman also states that the 
accounts-receivable controlling account must agree with the maturity record. 
If the future maturities are not adjusted by repossessions and bad debts 
charged off and if reserves Nos. 1 and 2 are not adjusted to correspond this 
would not be the case. 

Another point not discussed is the refinancing of the final payment, which is 
sometimes larger than the others, or the entire contract for that matter, In 
periods of depression this is quite an important item. 

Many houses, instead of charging the customer with one sum, charge the ac- 
count with the, say, 12 monthly payments in detail, showing the actual payment 
when made by stamping in the date paid only. If the accounts are not too 
numerous and if the monthly payments are practically equal, the maturities 
can be easily arrived at by listing the total balances in columns headed with the 
month of final maturity, delinquent amounts being deducted from the total 
balance and listed separately. When completed, the grand totals are distrib- 

. uted equally over the number of months from the balance-sheet date to the 
; month of final maturity. This saves spreading each account over perhaps a 
dozen columns. 
Yours truly, 
EDWARD FRASER. 
Kansas City, Missouri, November 15, 1927. 


Editor, The Journal of Accountancy: . 

Str: I am glad to reply to Mr. Fraser’s letter of November 15th. ( 

I can not agree that there are only two major questions involved. The 

matter of percentage of collections is of vital importance to an instalment house. 
It is the index to the financial health of the business and to the value of the 
principal assets—the accounts receivable. It is unsafe to base this ratio on 
sales or accounts receivable. If sales decline, for example, or even if the rate of 
increase of sales declines, the ratio, if based on sales, will be deflected upwards 
and may thus seriously mislead the management. 

Another use for the maturity record, which, however, I did not go into in my ‘ 
article, is in eliminating unrealized gross profits for tax purposes: The methods 
laid duwn by the treasury department for instalment sales of personal property 
are based on analysis of individual sales and are, therefore, impracticable where 
sales are voluminous and of small individual amounts. A demonstrable re- 
serve can be set up and the unmatured portion of the accounts receivable can 
be analyzed as to cost and anticipated profit, the latter being eliminated for tax 
purposes. In this way, the lowest legitimate tax can be arrived at, equaling 
the advantages of the instalment method, but without the prohibitive expense 
involved in allocating every collection to the sales of a definite period. 

The matter of average collection period is less serious than it seems. A rea- 
sonable amount of study upon installing a maturity record will generally indi- 
cate a fair average. We do not expect to find absolutely the correct figure; in 
fact, there is no such figure. We are aiming at an average collection period, 
rather than an average legal contract period, and we believe it wise to allow an 
ample margin of time for collection. Mathematically, it will be found that 
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there is a remarkably small difference in the figures, whether we take say 15, 18 
or 20 months in a given business whose average contract period we shall say is 
12 or 13 months. This fact will be more apparent if we consider a case where 
the sales are-constant; in this case there will be no difference in the total matu- 
rities, whether the monthly sales are divided into 15 /15ths, 18 /18ths, or 20/20ths. 
In other words, the degree of error due to this cause varies with the variation in 
volume of sales. This is not, in actuality, so great as to cause any appreciable 
loss in the value of the data obtained from the maturity record for a normal 
going business. Furthermore, any variation from this cause is self-correcting 
in the long run. ‘ 

However, if the accountant has time and wishes to classify his sales by terms, 
it can be done, and several lines may be used in the maturity record each month 
instead of one. If sales are departmentalized, this procedure can be followed 
more easily. The cost of such analysis would not be excessive, as Mr. Fraser 
fears, since our figures are based on the general ledger, not on the individual 
accounts. If the ledger is already departmentalized, the additional cost is no 
greater in proportion than the additional work required to maintain the 
additional sales accounts. We simply have to apportion two or more sales 
totals instead of one, each total having a different term for collection. 

Down payments, if substantially more than the instalments, should be 
separated from the collections, as they will tend to distort the percentage of 
collections. This requires only one additional column in the cash-received 
record. If, however, the down payment is not materially different from the 
instalments, it is unnecessary to separate them from the collections. In many 
cases, in the sale of small articles, the down payment is even less than the 
instalments, especially where a customer already has an account and the new 
purchase is charged to the old account. 

Repossessions, if numerous, require analysis as to months in which original 
sale was entered. The net loss should be spread over the remaining months 
over which the sales of that month have yet torun. This will appear as a red 
line, effecting a reduction in the remaining maturities, on the same principle 
as the sale of a portion of a fixed asset is spread on an exhaustion schedule of 
depreciation. If repossessions are so small in amount that they will not 
materially affect the percentages of collections, the net losses may be combined, 
for maturity-record purposes, with returns and allowances on sales, or if it is 
preferred to show sales per maturity record the same as per ledger the net loss 
(if proportionately very small) may be combined with the collections. In 
either case we have to enter a credit to accounts receivable, but it is better 
that this should be effected through a reduction in debits arising from sales 
than through an increase in credits arising through collections. Theoretically, 
the treatment of repossession by a reduction in maturities is correct, but prac- 
tically the process described may be just as good in view of the practical results 
to be obtained. 

I think the above also answers Mr. Fraser’s next paragraph regarding the 
bad-debt theory. 

In his next paragraph Mr. Fraser questions whether if some accounts are 
several months in arrears, the future maturities are to be considered good. I 
would say that this is taken care of in the averages. We are confronted here 
with a condition in which we have say 20,000 small accounts. We can not 
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analyze them periodically in detail. Therefore, we set up an analysis based 
on the general ledger. No doubt many individual accounts will deviate from 
the average condition. But as the total of our average maturities is controlled 
by the general ledger, we claim that our resulting reserves and percentages are 
more dependable than if we tried te treat the 20,000 accounts on their indi- 
vidual merits, which would be impossible if our time for making an audit or 
preparing statements were limited. 

Accounts actually written off are charged to reserve No. 1, and do not affect 
our percentages in the least, nor our charge for bad debts. This charge is thus 
stabilized and is not subject to managerial vagaries. I do not think many 
accounts are written off where there are unmatured balances. Actual practice 
tends to be quite the opposite. If however, a manager, in an excess of zeal, 
did charge off a majority of his accounts which had not fully matured, it is 
possible that he would wipe out the reserve No.1. This would not upset the 
principle involved. It would indicate either an abnormally pessimistic col- 
lection department, or a colossal blunder in estimating the average collection 
period. I would use the No. 2 reserve exclusively as a reserve applicable to 
probable future losses. It has a special use in this relation as a comparison 
from month to month with the actual loss when ascertained, and is thus 
an additional index to the trend of collections as compared with past 
periods. 

Question as to whether or not the maturity record will agree with the 
controlling account is answered in the affirmative by the preceding paragraphs 
relating to repossessions and bad debts. 

As to the refinancing of a final payment which is larger than the others, I 
would say that this is a condition which I have never seen in instalment houses 
selling consumer’s goods on any basis other than for promissory notes. Let 
me say again that our problem deals with the sale of goods of comparatively 
low price, and in large volume, not with sales of land or of expensive machinery. 
In the latter case, it generally pays to analyze the individual accouats, but in 
our case this is too expensive in proportion to the small amounts involved. That 
is a condition of the problem. If, however, such a house did sell on a contract 
calling for a large final payment, it would be necessary to set up this final 
payment separately from the balance of the account payable in equal instal- 
ments and apply it to the month when actually due. I think this will seldom 
happen in the cases to which this method can be profitably applied. 

This method could be applied to any instalment plan, but where the sales 
are individually large, individual treatment is practical and also preferable. 
The maturity record could be kept for such a business, but it would not have 
the same necessity that it has where accounts are small but numerous. 
Mr. Fraser’s last paragraph refers to the former type of business. Our problem, 
however, is with the business with numerous accounts. 

I do not quite understand Mr. Fraser's last sentence. I have never proposed 
spreading the accounts individually over a number of columns, nor the indi- 
vidual sales. The whole point of the method is to deal with one final figure each 
month after the books are balanced (or with several if the sales are depart- 
mentalized). We do not touch the books during the month. We prefer the 
greatest simplicity where the work is most voluminous and we prepare our 
data from the final figures of the trial balance only. We believe that our re- 
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sults are more dependable than where based on opinion as to the worth of 
individual accounts, and that we can get valuable data not otherwise obtainable. 
Yours truly, 


D. MuUssELMAN. 
Philadelphia, December 13, 1927. 


ACCOUNTANTS’ REPORTS FOR CREDIT PURPOSES 


Editor, The Journal of Accountancy: 

Sir: There appeared in the Bulletin of the American Institute of Accountants 
dated November 15th, on pages 4, 5 and 6, an article which is a description of 
form and content of accountants’ reports for credit purposes as prepared by the 
Florida Institute of Accountants. 

I have given this a preliminary reading and consider it good so far as it goes. 
I believe, however, that accountants’ certificates should more clearly state the 
value of qualifications. The suggested form under item 2 of article III reads as 
follows: 


‘We have prepared the accompanying balance-sheet of the —— Com- 
pany after verifying the items shown therein in the manner, and to the 
extent, described in the accompanying report, of which this balance-sheet 
is a part, and, subject to the explanations therein, in our opinion, it sets 
forth fairly and fully the condition of the said company on the said date.” 


That certificate might cover all three phases of a balance-sheet certificate — 
without qualifications, with minor qualifications or with important qualifica- 
tions. 

A balance-sheet with important qualifications, but certified to in the way 
indicated, might be accepted at its full value unless the bankers gave due heed 
to the words in the certificate, ‘‘ subject to the explanations therein.” Further- 
more, a balance-sheet which is strongly qualified in the terms of the report may 
require a revision of the figures in many particulars in order to ascertain the 
real condition as intended to be conveyed by the accountant. 

I take the liberty of offering a suggestion of three certificates using substan- 
tially the form suggested by the Florida Institute, but with variations to indi- 
cate whether the balance-sheet should be accepted as stated or to what degree it 
requires modification. 


No. 1. We have prepared the accompanying balance-sheet of the —— 
Company after verifying the items shown therein in the manner and to the 
extent described in the accompanying report, of which this balance-sheet is 
a part, and, in our opinion, it sets forth fairly and fully the condition of the 
said company on the said date. 

No. 2. We have prepared the accompanying balance-sheet of the —— 
Company after verifying or examining the items shown therein in the 
manner and to the extent described in the accompanying report, of which 
this balance-sheet is a part. Subject to the explanations therein, which 

ualify the balance-sheet in minor matters only, in our opinion, it sets 
orth “> fully the condition of the said company on the said date. 

No. 3. We have prepared the accompanying balance-sheet of the —— 
Company after verifying or examining the items shown therein in the 
manner and to the extent described in the accompanying report, of which 
this balance-sheet is a part. It is submitted subject to the explanations 
therein, which, in our opinion, qualify the balance-sheet in important 
particulars. 
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In the third style of certificate which indicates clearly that the balance-sheet 
is qualified, there might be included a reference to the qualifications if they are 
few in number, as, for example, omission to reserve for federal taxes, or insuf- 
ficient provision for depreciation. 

There are many balance-sheets submitted by accountants where the com- 
ments qualifying the items are vague: for example, a reference to accounts 
receivable may contain a statement as to the age of certain accounts and ref- 
erence to the fact that no reserve for bad debts is carried, and conclude with the 
statement that in the opinion of the accountant a reserve is necessary, but fail 
to mention what amount, in his opinion, should be provided. I believe that so 
far as possible, where an item is qualified in the text of a report, the dollar value 
of the qualification should as nearly as possible be indicated. Then the banker 
or other persons interested may enumerate the value of the qualifications and 
apply them to the balance-sheet and so arrive at the balance-sheet as it would 
be prepared by the accountant if he had a free hand to revise the accounts. 

As is well known, an accountant is very often restricted to submitting the 
balance-sheet as shown by the books, and may then make his own comments. 
This brings me back to the form of certificate, wherein I believe should be in- 
serted something to indicate that the balance-sheet either is, or is not, in accord 
with the books. 

Please do not think that I wish to be overly critical, as the memorandum 
submitted by the Florida Institute is exceptional, considering its brevity. I 
have, however, felt for some time that accountants’ balance-sheets are accepted 
at their face value far more often than is justified by the accountants’ own 
comments attached thereto. I doubt very much whether proper importance is 
attached by the banker or creditor to qualifications indicated by the words 
“subject to the explanations” or “subject to the terms of,” and I believe it is 
necessary to state whether the comments constitute qualifications or not, and if 
they do, whether they are of minor or major importance. 

Yours truly, 
A. S. FEDDE. 

New York, November 23, 1927. 
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THE ECONOMICS OF INSTALMENT SELLING (2 vols.), by Epwin R. A. 
SELIGMAN. Harper & Bros., New York. 980 pages. 


Professor Seligman’s two volumes of The Economics of Instalment Selling 
illustrate in a striking way the new tendency in business to secure a broad basis 
of fact for business decisions rather than to rely on “hunches” and inspirations. 
Evidence abounds of the increasing use of basic statistics and special studies 
in the development of business policies. The tendency, like most other tenden- 
cies, is not without its dangers. There is the danger of predicating policies 
too largely on statistics; there is also the danger of predicating statistics too 
largely on policies. As Sir Josiah Stamp emphasized in a recent address, 
statistics are an invaluable aid to intelligence but never a substitute for it. 

Nothing is further from our thought than to suggest that Professor Selig- 
man’s work illustrates the dangers as well as the tendency. Without regarding 
it as the last word on the subject and without accepting even Professor Selig- 
man's view that “‘an entirely new chapter is opening up in both theory and 
business life’? and that ‘‘we now stand on the brink of another revolution in 
economic science and economic life, scarcely inferior to its predecessor,” this 
publication must be recognized as an invaluable contribution to the study of a 
subject which is of undeniably great social importance. 

The first volume discusses the economic aspects of the problem, states the 
broad results of the studies undertaken and formulates conclusions. The 
second gives statistics of the volume of instalment selling and retail selling, and 
also gives five separate studies entitled: 


The consumers’ study 
The merchandise study 
The dealer study 

The repossession study 
The depression study 


The reader is thus given the choice of accepting the conclusions or re-examining 
the problem for himself on the basis of a substantial amount of authentic sta- 
tistics. 

To the layman the discussion of the economic meaning of the terms produc- 
tion and consumption will have little interest. He will, however, readily agree 
that credit can not be adjudged good or bad merely by labeling it production 
credit or consumption credit. Consumption is necessary to production since, 
in order to live, producers must consume, and if what they consume adds more 
than an equivalent to production such consumption is economically desirable. 
And if credit is necessary to make it possible, that credit is economically justi- 
fied. 

Probably instalment purchases of automobiles in comparatively few cases 
come within that most desirable category of short-time credits, the self- 
liquidating transaction; the automobile will seldom earn currently for its owner 
enough to pay the deferred instalments. The evidence seems to indicate, 
however, that the credits arising from such purchases are usually in the class of 
secured credits. 
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The question that is uppermost in many minds is how instalment sales of 
automobiles would be affected by a serious, and particularly a sudden, depres- 
sion, and therefore many will turn at once to the ‘‘ Depression study”’ which 
deals with business in the anthracite region during the strike period, September, 
1925-February, 1926. A study of the data suggests, however, that it does 
not afford an adequate basis for any very definite conclusions. Apparently the 
acceptance company whose records were studied only began buying paper in the 
district in August, 1924, and its purchases suggest that its policy was conserva- 
tive, perhaps because the strike was in prospect. 

The purchases are given for a period of 24 months, of which 13 preceded and 
5 followed the strike. The comparative purchases for successive periods are 
significant, bearing in mind that normally the months from early spring to early 
summer would be those of heaviest business. 


Sep.-Feb., 225-6 (strike period).................. 226, 000 4 
Mar.-Jul., : 926 (five months)..................... 1, 029, 000 


The purchases during six spring and summer months of 1925 were scarcely 
more than those during an equal period covering fall and winter months and the 
strike period, and were about equal to one month’s purchases in the summer 

following the strike. 

The effect of depression on automobile instalment sales still remains to be 

| measured. It would be interesting to have a more exhaustive study than the 
volumes contain of the effect of depression on the piano and other classes of 
instalment business for which longer records and more ample material is avail- ( 
able. 

The dangers involved in the policy of taking used property in part payment 
for new are emphasized. This is a point on which accounting can exercise a 
real and helpful influence. Clearly property taken in trade should not be 
valued on the basis of the trade-in prices. In the past adoption of this practice 
even with some reserve has been known to result in used property being valued | 

at higher figures than similar new units which were valued at manufacturing > 
cost. The sound rule is that the used unit when made ready for resale should 
not stand at a higher percentage of its probable sale price than the new unit. 
Adoption of such a rule tends to keep the trade-in business on a financially 


sound basis. 
Though Prof’ ~- Seligman began his study with an open mind, he was fully 
| convinced of t .omic value of instalment selling before it ended. His 
discussion may at trmes seem to suggest the advocate rather than the judge, but 5 


it is clearly tt- -~~ression of honest conviction, not special pleading. In 

general hiscon .sons seem wellfounded. A large amount of desirable buying 
is facilitated by instalment selling. In desirable buying is included not only 
buying for directly productive uses, but buying which lightens the burden of 
heavy toil, shortens unduly long hours of labor, or in other ways adds to the 

efficiency or the just contentment of the purchaser. | 


There is good and bad instalment selling of automobiles; good and bad L 
buying. The nature of the buying is less susceptible of analysis, but in general 
the selling seems to be as economically sound as most selling. Down payments , 
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are substantial; the periods over which instalments are spread are reasonably 
short. The method is still on trial and the rapidity of its development can not 
fail to cause some concern, but the study seems to show th .t at le . the worst 
fears are ill founded. Certainly all interested in the subject owe a debt to 
Professor Seligman for his thorough and able analysis of the problem. 
O. May. 


AUDITING THEORY AND PRACTICE (fourth edition), by Ropert H. 
MonTGOMERY. The Ronald Press Co., New York. 859 pages. 

The appearance of the fourth edition of Auditing Theory and Practice 
emphasizes a trend—I had almost said a culmination but for the author's 
significant remark, “I see few limits to his (an auditor’s) possibilities ”"—in 
public accounting and auditing that induces thoughtful coasideration by the 
profession at large. When Professor Montgomery published in 1905 his 
edition of Dicksee’s Auditing adapted to American conditions he prefaced it 
with the remark: 


“It can not be expected that any hard and fast rules will ever prevail, 
nor is it desirable that the personal element in an audit should be super- 
seded by instruction prepared in advance. . . .” 


How prophetic and far-seeing this was is easily demonstrated by perusal of the 
successive editions of his own work which followed in 1912, 1915 and 1921, and 
now this one. It is illustrated not only by the actual increase in the size of the 
books from the 250 odd pages of Dicksee to the present 1300 odd (for the second 
volume of the third edition dealing with special audits must be included as an 
essential part of the fourth) but by the steady development of the emphasis on 
the “ personal element” as contrasted with traditional iron-clad rules of the old 
days. Consider, for example, the matter of inventories. In 1905 the term 
itself was apparently unknown, and under the old name of “stock in trade” 
it is covered by A. Lowes Dickinson in a little over two pages, in which we are 
told that cost or market, whichever is lower, is the only basis for valuation, and 
that a certificate signed by some responsible officer or partner is a satisfactory 
verification. Professor Montgomery devotes some 57 pages to the discussion of 
inventories in general, to say nothing of many others covering specific classes of 
enterprises, and we learn that good practice allows of many bases according to 
conditions and circumstances, that there are many ways of verifying the in- 
ventory, and, most important of all, that auditors are realizir y more and more 
their duty to certify to the accuracy of the inventory as much as to the bank 
balance. ‘Good practice,’’ by the way, does not mean that the author poses 
as Sir Oracle; he makes it clear that his book is not merely a text for students 
but is a broad survey, review and commentary on auditing practice in the 
United States. It is not too much to say that the earlier writers on auditing 
stretched business accounting upon a Procrustean bed of rigid procedure (and 
it must be admitted that some present-day teachers still try to maintain this 
idea), while the modern attitude as exemplified in this book is to accept the 
multifarious conditions presented in different classes of enterprises and to en- 
deavor to apply sound principles in elucidating and valuing them. The old 
criterion was apt to be, “ Does the balance-sheet conform to traditional rules?” 
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The new is, “ Does it show the facts?” To my mind this is the most striking 
impression conveyed in comparing the Dicksee of 1905 with the Montgomery of 
1927. It marks the gradual development of the professional auditor from a 
mere checker of items, postings, additions, etc., to the competent analyzer, 
valuer and advisor of the present day. Professor Montgomery lays particular 
stress upon the last service, that of making constructive suggestions to the 
client, saying, “I believe that the most valuable service which professional 
auditors can render is in reports which are not for general publication.” 

Another feature which will arrest the attention of the thoughtful reader is the 
numerous quotations from decisions of the board of tax appeals covering ac- 
counting questions and procedure. The significance of these is apparent to 
anyone who makes a practice of reading them and notes that the great majority 
of them is based more on accounting principles than on law. In effect the 
B. T. A. by its decisions is rapidly converting principles which are accepted 
by more or less common consent into laws that must be observed. This has its 
dangers as well as its advantages, to be sure, but it nevertheless marks the pres- 
ent trend to which Professor Montgomery gives ample attention. 

So much for the general aspects of the book. As a practitioner of rather 
limited experience it may seem presumptuous for me to make any criticisms, 
but as one who has made some study of educational methods in the field of 
auditing I make bold to offer a few comments. 

This book is one of the standards upon which candidates for C. P. A. certifi- 
cates are examined. It is absurd to assume that the average successful can- 
didate is really qualified to conduct an independent audit, but at least his 
answers to auditing questions should show some solid grasp of fundamental 
principles. Now I submit with all deference that while Professor Montgomery's 
broad discussion of inventory valuation is based on undeniable facts and con- 
ditions, the student is apt to have only a vague and hazy idea of how he should 
reply to the question, often asked, “How would you verify an inventory?” 
What is worse, as the student rarely has the ability, even if he had the time in 
an examination, to make a lucid reply based on the book, the examiner must 
frequently be sorely puzzled to find out whether or not the candidate has made 
a satisfactory answer. Not for worlds would I ask for the omission of a single 
page of this valuable discussion in future editions, but I do think it would be a 
boon to candidates and examiners alike if we could have a students’ condensed 
edition of Auditing, dealing with general principles and ordinary practice only. 
There will be time enough later for the active practitioner to consider and study 
the exceptional cases. 

On pages 354 and 356 I fail to see the advantage of the super-refinement in 
classification, nor do I see any in the implied changes in titles. Surely the 
present “Other income,” and ‘“ Deductions”’ are sufficient; why confuse the 
student with new names? 

But these are minor matters, and the last I should not mention at all but for 
the author’s admirable insistence upon uniform nomenclature and classifica- 
tion! 

More serious seems to me the somewhat vague treatment of deferred charges 
and of extraordinary items of prior years. A stricter classification might be 
adopted as to deferred charges and prepaid expenses (p. 140) with benefit to 
readers of balance-sheets. Let it be understood that a deferred charge is never 
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a real asset while a prepaid expense always has some asset value, and let them 
be segregated under these classifications on the balance-sheet, preferably 
between current and fixed assets. While the argument that a prepaid expense 
is a current asset is sound enough technically, nevertheless it does not conform 
to the definition of a current asset (p. 83), and moreover it is not so regarded as 
a rule by bankers or creditors. 

It is the author’s advice that 


‘Extraordinary items arising from the operations of prior years should 
generally be set up in the current income account as special and separate 
transactions occurring within the current year, rather than as direct 
debits or credits to surplus account” (p. 333). 

And also 


“No charges should ap — in the surplus account except charges for 
a tee deficits, an credits should appear except credits for net 
income” (p 


This is a departure from customary practice, and although it has the sanction 
of the Federal Reserve Bulletin, 1917, it has never seemed to me correct or ad- 
visable. It distorts the current year’s net income, and where large amounts 
are involved it is likely to convey utterly erroneous ideas to readeis of published 
statements, especially where the latter are condensed. Frankly, to set up 
items of prior years ‘‘as special and separate transactions occurring within the 
current year"’ seems to come pretty close to a misstatement. The transaction 
does not occur within the present year though the recording of it does. A 
“flash” on the news ticker that the statement of the X Co. shows a deficit for 
the current year might cause serious losses to frightened stockholders, and it 
would be no comfort to a “sold out”’ investor to learn later that the X Co. 
really had a net income for the current year but the adjustment of a prior year’s 
loss turned it into a deficit. It seems to me the old rule of adjusting items of 
prior years through the surplus account is the better one. 

Appendices contain a reprint of the Federal Reserve Bulletin, 1917, a form for 
preferred-stock agreement (a valuable reference in these days of increasing use 
of preferred stock in capitalizing), and a number of approved forms for balance- 
sheets. The indexing is detailed and comprehensive, facilitating quick refer- 
ences. 

The format, paper and printing are of high standard, and the proofreading 
must have been of extra quality as I have found only one error—the word 

personality” being used for “ personalty” (p. 670). 
W. H. Lawton. 


THE BUILDING AND LOAN ASSOCIATION, by Rosert RigeGEL and 
J. RussELL DousMAN. The Macmillan Co., New York. 320 pages. 

In these days of increasing interest in building and loan associations and 
their increasing influence on the financial affairs of the community, the ap- 
pearance of a really comprehensive manual covering the subject in a thorough 
yet readable way and kept to a reasonable size is an event of some importance. 
Of what importance is well illustrated by the totals of a statistical table 
included in The Building and Loan Association, which shows that there were 
over twelve thousand associations, with nearly ten million members and over 
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five and one half billion dollars of assets in the United States at the close of the 
year 1925. That this is only a beginning is shown by the curious geographical 
distribution of assets. 

New Jersey, for instance, a small state, is second in number of associations 
and third in total assets, while New York state is a rather poor sixth and 
Connecticut, fairly comparable with New Jersey, is thirty-first in total assets. 
This illustrates the need for a wider dissemination of building-and-loan knowl- 
edge among both the public generally and legislative and financial bodies 
which may be greatly helped by the widespread distribution of such books 
as this. 

The subject is attacked systematically and in detail, the first three chapters 
being devoted to organization and the next six to the internal operation of 
the association, which are followed by chapters on auditing, regulation by the 
state, taxation, description of some special features and a bibliography and 
appendices. 

The chapters on organization might well be read by every director of an 
association who wished to understand his responsibilities and duties, as well 
as by the officers. 

The third chapter contains some very practical hints on the ever interesting 
subject of selling shares, with samples and suggestions for advertising. It is 
interesting to note that some of the advertising illustrated features the use 
of the services of a certified public accountant. 

The chapters on the detailed procedure of the association indicate clearly, 
in detail and with illustrations of forms, the duties of officers and directors and 
the necessary records. Alternative methods and forms are frequently given 
and special features peculiar to particular states are explained in footnotes. 
Especially noteworthy is the full discussion of the merits of the various plans 
for distributing earnings. This section, chapter nine, can be read with profit 
by any association secretary or auditor. 

The next chapter gives a good, practical working programme of audit and 
stresses the necessity for competent professional examinations. Whether or 
not this is a counsel of perfection in the smaller associations is an open question. 
For many reasons building-and-loan auditing is not a particularly attractive 
type of practice. A possible solution might lie in the public-spirited accept- 
ance of service on at least one building-and-loan auditing committee by every 
certified public accountant. Certainly the accounting profession should do 
all it can to encourage the movement in states where it is weak and the con- 
tinuance of the efforts in the stronger states. 

It is not too much to say that almost every director, officer or auditor of an 
association can learn something from this book and should have it available 
for reference. It is thoroughly up-to-date both in a legal way and in practical 
matters and might very well serve as a moderator in heated discussions at 
board meetings as to policy on fines, pay-as-you-please plan as opposed to 
serial payments, how to get new members and the hundred and one 
other points constantly arising in the conduct of a live and growing associ- 
ation. 

M. E. PELouBET. 
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INTRODUCTION TO THE MATHEMATICS OF STATISTICS, by 
ROBERT WILBUR BurGeEss. Houghton Mifflin Co., Boston. 304 pages. 


The tale is told that a lecturer, not particularly friendly to the eighteenth 
amendment, pointed out that the reputed benefits of total abstinence were 
not borne out by the facts. He proved his point by citing the death rate in 
our army in the Philippines in the years 1908 to 1913. During that time 
the death rate among total abstainers was 50 per cent. as against approxi- 
mately 6 per cent., on an average, for the army asa whole. He failed to state, 
however, that at the beginning of the period there were just two total ab- 
stainers, one of whom died. The tale may or may not be true, but it 
illustrates the care with which statistics must be compiled and particularly 
the care with which conclusions must be drawn therefrom. 

A study of Introduction to the Mathematics of Statistics should certainly be 
helpful in approaching statistics intelligently. The common errors in the use 
of percentages and ratios are stressed. The many different methods of graphic 
representation are dealt with at length and useful illustrations are given as to 
the best method in each particular case. There is a great deal in the book 
which is elementary in character. It is useful, however, to have even such 
matter systematically compiled and a review of it is very helpful in clarifying 
one’s ideas. There is also much information not ordinarily considered except 
by specialists in the compilation of statistics, and the mathematical and 
theoretical side is fully developed. The chapter on index numbers and their 
compilation is exceedingly interesting and timely. Other interesting chapters 
are ‘“‘ Averages and their use,”’ ‘‘ Regression or trend lines,”’ “Three and four 
variable correlation” and others. The book is intended primarily for college 
students of statistics, mathematics and economics and for teachers of mathe- 
matics, and its greatest use no doubt will lie in this direction. But, as in- 
dicated above, there is much of interest in the book to practising business 
statisticians and accountants who have only occasional need to enter the field 
of statistics. 

F. C. BELSER. 


INTRODUCTION TO GOVERNMENTAL ACCOUNTING, by Ltioyp 
Morey. John Wiley & Sons, Inc., New York. 285 pages. 


An eminent lawyer was engaged, many years ago, by one of his most valued 
clients to read and digest a then new work on political economy, and to report 
to his client wherein the theory propounded by the author was specious and 
fallacious. 

The lawyer, upon his first reading, blithely underscored passages in the book 
that seemed to violate reason and fact, and upon completing his first reading 
he had the theory pretty well riddled and the text well marked up with his 
pencil notations. 

Being one who was thorough in all his work, he did not venture then to 
report to his client and claim his fee, but reread the book several times. Upon 
such rereading, he was impelled to erase the underscoring of objectionable 
lines, one at a time, and when he was at last ready to deliver his opinion, 
almost all his initial objections had disappeared, the book was comparatively 
free from the pencil underscoring and marginal notes, and his report was 
favorable to the author’s theory. 
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/ Upon a casual reading of Introduction to Governmental Accounting the average 
accountant will find himself obsessed by the thought that governmental 
accounting practice seems to be based on the theory that the longest and most 

tortuous road is the one to travel in preference to the shorter way to reach the 
| goal. As he then ponders the things that seemed susceptible of improvement, 
it begins to dawn on him that there is much sound logic underlying the system 

Professor Morey teaches in his book, and that it would be difficult, if not 

impossible, to find a method that one would substitute for that which is 

proposed. 

As pointed out by Professor Morey, there is little similarity in governmental 
accounting to commercial accounting. The objectives of the former are far 
| removed from those of commercial accounting. As an example of this dis- 
similarity in purpose, we submit this question: What does it really matter to 
the owners of public works that their assets may have an appraised value 
exceeding the cost many times? 

This would be important in commercial accounting. At one time in the 
past in the city of Cleveland, an ambitious and enthusiastic auditor for the 
city prepared a balance-sheet of the city’s assets and substituted for their 
cost that which would be the tax appraisal of the property, as it would have 
appeared were the assets owned by an individual citizen. This balance-sheet 
showed enormous values and indicated a large surplus. It was meaningless, 
however, for it did not reveal to its owners (the citizens) what it was of first 
; importance for them to know. What did it matter if the land in the public 
square had a tax appraisal value greatly in excess of its cost, or that its then 
market value exceeded the tax value? It would be impossible to sell it and 
. hence the increase of value was forever unrealizable. 

Governmental accounting functions upon a basis quite apart from that 

upon which commercial accounting functions, and one must not be startled 

. when he finds listed among assets that which is to be at some future but not | 

remote date, but, at the date of the balance-sheet, is not. 

Professor Morey’s book is for the student and the text has been articulated 

in chapters upon such subjects as expendable funds, bond funds, assessment 

funds, trust funds, working-capital funds, sinking funds, budgets, appropria- 

tions, etc. After clearly indicating the distinguishing features of the various 

funds and indicating the peculiarities of revenues in governmental accounting; 

after logically presenting the fundamentals underlying the ramifications of } 

this accounting, he sets forth the bookkeeping entries to give effect to the 

transactions involved. Then there are forms of ledgers and balance-sheets 

and on the latter are gathered and displayed the results of the hypothetical 

transactions. Finally, there are fifty pages of problems given, the answers to 

which can be extracted from the preceding text. 

From my experience, I believe that an accountant will not often find govern- 
mental accounting so systematically set forth in actual practice, but a study 
of Professor Morey’s book will be an aid in getting a grasp of the subject. 
With this enlightened comprehension, the system used, no matter how chaotic 
(and some municipal accounting systems are chaotic), will be better under- 


stood and the untangling of the web will be facilitated. 
STEPHEN G. Rusk. 
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